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Introduction 


T he crux of a sound policy for the United States is 
the knowledge that domestic economic measures 
and domestic economic measures alone can bring 
permanent prosperity and full employment. Many are in- 
clined to say that sound domestic policy is one thing and 
sound foreign policy another. But in the long run the lat- 
ter is impossible without the former. 

The two halves of this thesis both deserve the closest 
scrutiny. First, that the United States can have lasting and 
guaranteed full employment without resorting to external 
expansion or aggression in any shape or form, if the Ameri- 
can people will understand the conditions making that 
possible and will insist upon having them. Second, that 
lasting and guaranteed fvill employment can never be 
achieved by means of a conventionally vigorous economic 
foreign policy — ^which at best can make temporary jobs, 
probably for the most part in munitions plants or with the 
nation’s armed forces. 

This book, however, will deal at length with the first of 
these contentions only, for the pitfalls of “mercantilism,” 
economic imperialism, and anything of that kind appear to 
have been better described, at least, than the home possi- 
bilities.’ Regarding the pitfalls referred to a few prelimi- 
nary remarks will be sufficient. A beginning may be made 
by advancing certain working assumptions about the essen- 
tial interests of the American people in foreign afFairs. 

I . Foreign trade and lending will however be brought back into the pic- 
ture in chap. vii. (The policy commonly known as mercantilism, so far as 
it relates to the argument, is explained just below ) 



2 Full Emfloyment 

1. That the United States should arm itself adequately 
and efficiently, for defense of home territory. 

2. That, so far as trade and loans are concerned, the ut- 
most clarity is necessary in distinguishing between two fun- 
damentally different things — on the one hand the volume 
of industrial and all other production activity (as reflected, 
for example, in the general business index) and on the 
other hand the degree of effectiveness with which the em- 
ployed resources are utilized (as judged by the amount of 
result obtained for the effort put in) — and that from this 
distinction the following practical conclusions stem. 

(«) Grant that the United States is of all nations the 
most fortunately endowed in the extent and variety, of its 
known natural resources, and with the passage of time tends 
to become less dependent on other parts of the world in a 
trading sense, rather than more soj^ nevertheless it would 
be greatly embarrassed if its present foreign commerce 
were altogether cut off and benefited if world trade in gen- 
eral were to revive. So far as imports are concerned, there 
are certain crucial raw materials such as tin which the 
United States must secure from abroad because it cannot at 
present produce them. The development of synthetic sub- 
stitutes, as in the case of rubber, is steadily making this list 
of essential imports shorter, but obviously the nation’s sup- 
ply of the remaining items must be safeguarded against 

2. Quite aside from emergency measures directed toward wartime self- 
sufficiency, the countries of the world all appear destined to become more 
nearly self-sustaming in future. For example, Hogben believes that even 
now aluminum and magnesium are ready to bring the age of coal and iron 
to a close, inasmuch as these new light metals, whose sources are universally 
distributed, can be had by harnessing universally distributed sources of 
power. Lancelot T. Hogben, Retreat from Reason (Random House, 1938), 
PP- 37 , 39 * 



Introduction 


3 

any contingency.' There is also a much larger category of 
commodities that, in spite of their being physically obtain- 
able at home, it is advmtageous to secure from abroad, 
paying for them by the export of commodities produced 
with relative efficiency in this country. Advocacy of free 
trade has commonly been tied up in the past with the un- 
realistic assumption that tariffs and the like can never have 
anything to do with the volume of employment — ^because, 
according to classical doctrine, there is always bound to be 
full employment “in equilibrium” in any case. The free- 
trade thesis has sometimes been discredited further by be- 
ing so narrowly interpreted as to leave long-run and “non- 
economic” considerations out of account. Yet it holds this 
vital element of truth: -provided full employment cm be 
assured independently, standards of living will certainly be 
raised to the extent that an interchange of goods and serv- 
ices is permitted to take place based on regional specializa- 
tion in accordance with the law of comparative advantages. 
Finally, turning specifically to the question of exports, any 
loss of our established foreign markets is always ffisturbing 
to our economy as a whole unless compensated by an ex- 
pansion of other markets, such as home markets', and it is 
of course locally disturbing in any case — ^to our cotton 
farmers, for instance — so that every peaceful effort seems 
called for to try to prevent sudden dislocations of this kind 
from occurring. 

3. The National Resources Committee lists eight strategic minerals (tin, 
nickel, manganese, asbestos, chromite, bauxite, antimony, and graphite, the 
first three being the most important) for which the United States is de- 
pendent on foreign sources. “A two years’ war supply of these items, if 
they could be obtained at 1935 prices, would cost only approximately 114 
million dollars, while a year’s peace time requirement in 1937, measured 
by the imports of that year, was purchased for 163 million dollars.” The 
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{h) The notion that our national prosperity depends on 
our foreign customers, in the sense that we cannot run our 
economic plant at high tempo and thus get rid of unem- 
ployment without them, is sheer delusion. Useful as this 
notion is to certain special interests, it is worse than useless 
to the general public, with whose chance for life, liberty, 
and the pursuit of happiness it is supposed to be concerned. 
For it means that foreign trade must take up the slack 
(cause a net expansion, that is) in our system of produc- 
tion} and this plan will not work for any length of time 
imless American exports can be made to exceed American 
imports or unless American businessmen can get their costs 
of production down by exploiting cheap sources of raw ma- 
terials or cheap labor in other countries. Consequently it 
requires that we receive gold in payment for excess ex- 
ports — ^but we hold three fourths of the world’s gold in 
our vaults already}^ or that we cover our excess exports by 
lending abroad (i,e,, by foreign investment) — ^but our ex- 
perience with that kind of boomerang in the ’twenties was 
disquieting to say the least} or that we go in for crude eco- 
nomic imperialism. Much of this is an old story all over 
the globe. Yet one may venture, at the risk of having psy- 
chologists take exception, that at this late date very little 
of it will tempt the average citizen of this country, once he 
penetrates to the underlying realities. 

Structure of the American Economy' Part I — ^Basic Characteristics (U, S 
Government Printing Office, June, 1939), p. 26. 

4. The Federal Reserve Bulletin indicates that at the end of August, 
1940, the gold reserves of the central banks and governments of fifty-odd 
reporting countries totaled just under 28 billion dollars, of which the U. S. 
Treasury had 20.9 billions, or 75 per cent. The world total is incomplete, 
notably because it omits gold in the exchange funds of various governments, 
gold in circulation or in private hoards, and the holdings of the U. S. S. R. 
The U. S. figure excludes 1.7 billions held by Federal Reserve banks under 
earmark for foreign account 
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The “Solution” at the Expense of Foreigners 

Down to the present time such trading policies as are here 
called in question have commonly prevailed as between 
commercial nations. 

In his notable work on Mercantilism,^ Professor Heck- 
scher has made it abundantly clear how English and Conti- 
nental writers on economic policy from the fifteenth cen- 
tury onward were obsessed with the “fear of goods” — ^that 
is to say, the fear of inadequate markets and consequent 
imemployment. Protectionist legislation was believed to be 
necessary for the sake of securing markets for domestic pro- 
ducers and work for the home population at the expense 
of foreigners, and in order to bring about an influx of 
monetary metal, which would further stimulate home pro- 
duction. Thrift was regarded as dangerous; it caused un- 
employment by withdrawing money from circulation. The 
author observes: 

It required the unqualified faith of doctrinaire laissez-faire to wipe 
out the “fear of goods” . . . the most natural attitude of the 
“natural man” in a money economy. Free trade denied the exist- 
ence of factors which appeared to be obvious, and was doomed to 
be discredited [that is, after temporarily finding favor] in the eyes 
of the man in the street as soon as laissez-fmre could no longer 
hold the minds of men enchained in its ideology.* 

The classical school virtually expunged the problem of 
general underemployment from respectable economic dis- 
cussion.^ Marx, on the other hand, asserted that capitalism 

5. Eli F. Heckscher, Mercantilism. English translation, London, G. Allen 
& Unwin, Ltd., 1935. See II, i2i-iz5, 178, 208-209. 

6. Ibid.y II, 335. Professor Heckscher, it may be noted, tends to criticize 
mercantilist theories from the standpoint of classical economics. 

7. See John Maynard Keynes, The General Theory of Employment, In- 
terest, and Money (London, Macmillan & Co., Ltd., 1936), esp. p. 364. 
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of inward necessity increasingly recruits a “relative sur- 
plus-population” or “industrial reserve army”® (a point 
whose central importance for Marxian theory has recently 
been reemphasized by Professor Lange®), and from the 
whole body of analysis from which this view derived it was 
only a short step to the Marxian theory of imperialism.^® 
In the most challenging economic work of recent years, 
Keynes expresses the view that the ability of England to 
maintain a “reasonably satisfactory” level of employment 
during the nineteenth century — a level “substantially be- 
low full employment, but not so intolerably below it as to 
provoke revolutionary changes” — ^was due to a combina- 
tion of circumstances not likely to recur in the future. 
Among these circumstances were “the growth of popula- 
tion and invention, the opening-up of new lands, the state 
of confidence and the frequency of war over the average 
of [say] each decade”} also a sufficiently strong tendency 
to spend money income rather than save it, a relatively 
great bargaining power on the part of employers of labor, 
and a monetary system that was conservative and yet flex- 
ible. Operating all together these factors maintained a con- 
dition of balance characterized, generally speaking, by a 
profit incentive that kept most of the wheels of production 
turning.^^ 

Regardless of whether one agrees in whole or in part 
with any of the theories just dted, one may well be cau- 
tioned by them, or at least by the sweep of history of which 
these writers have given us their account} first, that the 
causes of unemployment are deeply rooted in our society, 

8. Capital (Kerr ed.)> I, 689—703. 

9. Oskar Lang^e, “Marxian Economics and Modern Economic Theory,” 
Re<oie<w of Economic Studies, June, 1935. 

10. As developed by Lenin especially. 

n. Keynes, of, cit,, pp. 307—309. 
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and second that in many respects the “natural” escape or 
attempted escape for any single country lies in economic 
struggle against the outside world. 

So far as the latter point is concerned, it is after all no 
more than elementary common sense that economic de- 
pression, as it restricts the farmer’s market, closes down 
mills and factories, and abolishes the breadwinner’s job, 
sharpens the antagonisms among nations and races. In their 
efforts to find work for idle hands and idle dollars, the 
citizens of one nation, if no domestic solution for their dif- 
ficulties is in sight, inevitably press outward for larger ex- 
port markets and cheap sources of raw materials and fields 
for investment, at the same time trying to keep foreigners 
from underselling them in home markets and begrudging 
employment to immigrants or any who can be construed as 
belonging to alien groups.’* If they succeed in these efforts, 
the international pressures are not abated, since such suc- 
cess tends to be achieved at the cost of increasing the unem- 
ployment problem in other coimtries. 

Let us observe parenthetically that this contest is not 
confined to the international arena. The same forces that 
intensify economic rivalries among nations also intensify 
economic rivalries among regions and localities. In the 
Middle Ages each community’s hand was against its neigh- 
bor’s, as was manifest in the innumerable local tariff duties 
and the like that everywhere restricted trade. And in the 
United States today we are witnessing a striking revival of 
local protectionist sentiment. At the present moment there 
are probably at least a thousand laws interfering with free 

12. “If Congress makes provision for continuation of the committee, 
which will expire January 3, Mr. Dies said that the investigation ultimately 
would result in the ‘deportation of no less than 7,000,000 aliens employed 
in American industries while Americans go without employment.’ ” Jifevi 
York Times, December 24, 1939. 
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trade on the statute books of our several states, not count- 
ing administrative orders that convert innocent-seeming 
laws into barriers to the flow of goods and labor. To evade 
the clause in the Constitution that denies to states the power 
to levy import or export duties, these barriers are disguised 
as inspection laws, quarantine laws, tax laws, and so forth.’'* 

The mutual antagonism of depressed economic systems 
is not to be overcome by technical measures regulating their 
dealings with one another. It has often been pointed out 
how, under the traditional international gold standard, 
with its fixed pars of exchange, the dangerous tendency for 
one country to subject other countries to deflation was un- 
avoidable. But the abandonment of an old-fashioned mone- 
tary rule does not in itself solve the problem. Competitive 
monetary devaluation struggles may be equally disastrous, 
as the world has had some occasion to learn in recent years. 
Regardless of the basis on which international trade and 
loans may have been arranged, any nation that finds itself 
xmable to keep its economic machine running approxi- 
mately at capacity is boimd to try somehow to dump this 
problem on the lap of the nations beyond its borders. 

Of coiurse this frequently works itself out in subtle and 
de'vious ways. But if circumstances are such that a powerful 
nation is unable to succeed with peaceable aggression, the 
process will work itself out explosively, in war. Super- 
ficially the war may then appear to be wholly due to other, 
psychologically more satisfying causes, and for the -victim 

13. For details see, e.g., the Special Report by the Bureau o£ Agricul- 
tural Economics entitled ‘‘Barriers to Internal Trade in Farm Products” 
(U. S. Government Printing Office, March, 1939), and “Comparative 
Charts of State Statutes Illustrating Barriers to Trade between States,” 
prepared as part of the Marketing Laws Survey undertaken by the Works 
Progress (now Works Projects) Administration (May, 1939) 5 also hear- 
ings on interstate trade barriers conducted by the Temporary National 
Economic Committee, March 18-21, 1940. 
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this may indeed be the real fact of the matter. Moreover, a 
nation going into war may perhaps have solved its unem- 
ployment dilemma some time before by throwing all its 
energies into preparation for war. 

It is not necessary or wise to take the extreme position 
that modern war has no other roots than the drive for 
markets and for economic empire generally. Even suppos- 
ing that were true, no one country could solve its prob- 
lems by merely setting its own economic house in order, 
since then it might still be attacked by a hungry foreign 
power. But these concessions, and the legitimate deductions 
from them, are all that can safely be allowed. The case 
against any mercantilist or imperialist offensive against un- 
employment remains. 

Here is where the argument of this book rightly begins. 
As stated, the book aims to show that the United States can 
have lasting and guaranteed full employment without re- 
sorting to external expansion or aggression in any shape or 
form, if the American people will understand the condi- 
tions making this possible and will insist upon having them. 
Jobs and permanent peace are very generally desired. 
Proof seems xmnecessary, though in deference to the cur- 
rent vogue for public-opinion studies it can be recalled that 
a Gallup poll conducted after several months of warfare on 
the other side of the Atlantic brought out the fact that in 
the judgment of the man in the street “keeping out of 
war” (47 per cent) and “solving unemployment” (24 per 
cent) overshadowed all other issues when it came to nam- 
ing “the most important problem before the American 
people today.”“ Considering the circumstances at that 
time, this vote must be taken as expressing a deep-seated 

14. Some sixty other issues were referred to in this opinion study, none 
receiving* more than 6 per cent of the votej see the New York Times, De- 
cember 3, 1939. 
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attitude that will persist, not one engendered by panic or 
propaganda. 

Planned Production or Production for Market 

One way to have full employment is to plan all produc- 
tion from the center. Perhaps, if world conditions remain 
chaotic, we may change our customs in the interests of na- 
tional defense to the point where such a solution, or an ap- 
proximation to it, is definitely foreshadowed. But the argu- 
ment of this book mainly revolves around an idea not so 
easy to grasp — that the United States could also abolish 
unemployment without giving up its decentralized eco- 
nomic initiative. Less space will be devoted to considering 
the direct planning of production itself than to considering 
how the monetary mechanism might be planned so as to 
fit in with the philosophy and practice of production for 
market. 

The terms, “market economy” and “system of planned 
production,” are reasonably self-explanatory, so that de- 
tailed investigation of them can wait.^' If we think of a 
full-employment market economy and a full-employment 
system of planned production as alternatives — ^not of coiirse 
denying that some planned production will also be found 
in any market economy — ^it is clear that each solution has 
its own characteristic technical difficulties as well as its own 

15. See chap, iii. It may, however, be well to mention at once that the 
literature of “planning” is full of interpretations of “planning” and “the 
market” that do not exactly coincide with the distinction drawn in this 
book. As used herein, a system of planned production is one in which, spe- 
cifically, the outputs of individual industries and production units are 
planned and controlled by public agencies, on the basis of some sort of bal- 
ancing of social costs and returns, while production for market implies that 
the individual scale of output is decided on the basis of a balancing of the 
unit’s own (anticipated) costs and returns. 
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advantages. Because of the obvious advantages attaching 
to a continuation of long-familiar practice so far as that is 
compatible with the assurance of work to all who are will- 
ing and able to work, it is especially important that the 
technical problems of a full-employment market economy 
be seen in true perspective. The fact that these problems 
are by no means insoluble should give hope to all who, 
though they stand appalled at the unemployment evil, still 
doubt if this curse can be lifted from the land without ad- 
mitting a kind of centralization that seems to clash with 
traditional American values. 

At the same time let us try not to be utopian. The diffi- 
culty of abolishing unemployment is bound to be under- 
estimated if attention is focused entirely on questions of 
method. For the basic fact about full employment, regard- 
less of whether it is achieved under production planning 
or under production for market, is that the removal of the 
threat of involuntary idleness would give labor a stronger 
bargaining position — ^unless, of course, \mdemocratic means 
^used to bring about the new conditions should destroy la- 
bor’s bargaining position entirely. Full employment would 
therefore tend to give labor a larger share of the national 
income. This ought to be recognized at the outset. 

Naturally it does not follow that labor alone would gain. 
The expansion of markets as the country went back to work 
would immediately benefit farmers and businessmen with 
goods and services to sell. If in the course of time the rise 
in the total national output or income (due at first to the 
reemployment of idle men and idle plant, and then to 
technological progress, etc.) brought with it a shift in favor 
of earned incomes, this would not necessarily mean that 
unearned incomes would grow absolutely smaller. As an 
arithmetical proposition it is self-evident that, even where 
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the recipients of different forms of income are affected un- 
equally by an enlargement of the total to be divided, it is 
possible for some forms of income to rise in the aggregate 
while others remain constant, or for all to rise in some de- 
gree. In the second place, if earned incomes should in fact 
increase faster than total output, so that unearned incomes 
actually declined, most persons would have more than be- 
fore from both sources taken together. Finally, very few 
of those providing exceptions to this rule woiild have a 
larger interest in preserving their unearned incomes intact 
than in sharing in the general security resulting from the 
abolition of depressions. 

However, it cannot be assumed that this would be true, 
or woxdd be thought to be true, in all cases. And if anyone 
placed his interest in defending his unearned income and 
his position of economic power against eventual encroach- 
ment ahead of his interest in living in a stable and pros- 
perous community, then he would oppose full employ- 
ment, or at least would oppose full employment in com- 
bination with democratic procedures, so that national policy 
would be unsafe in such hands. 

This, it must be emphasized, is a practical issue raised by 
full employment as such and not a technical issue depend- 
ing on the way production is organized. Take a market 
economy, for instance. It is not inevitable that attempts to 
raise real wages should be frustrated by price inflation, as 
sometimes seems to be almost taken for granted. For price 
inflation can be prevented from occurring by the imposi- 
tion of social control over the dollar volume of final con- 
sumer income and spending.^® In fact this is, or so it will be 
argued, the most important single element of control for a 
full-employment market economy. Neither is it clearly 

i6. See below, chap, vff., esp. chap. viii. 
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impossible, just because production for market depends on 
labor not costing the employer more than the value im- 
puted to labor’s services, for the wages finally received to 
exceed “marginal productivity” rates. For if it is desired to 
use taxation for purposes of redistribution, even to the ex- 
tent of subsidizing payrolls specifically, that can of course 
be done. 

In other words, those who want to abolish unemploy- 
ment should face up to the opportunity and the danger in- 
volved — ^the opportvmity for the distribution of income to 
be settled in a truly democratic manner, the danger that 
democratic procedures may be sacrificed through the ef- 
forts of those who object to submitting this question at the 
bar of public opinion. 

No doubt the attempt to realize this opportunity and 
avoid this danger will put to the test much that is funda- 
mentally part of our philosophy of life. How do we as a 
nation really feel about economic inequality.? It is hard to 
judge in advance of a fair trial just where the point lies at 
which the equalitarian sentiment of the average American 
would be overbalanced by his desire to have a chance to be 
richer than the next man. Yet the location of this point has 
a good deal to do with the question, to what extent direct 
bargaining at the point of production would provide a 
satisfactory division of income — at least if the excessive 
profits of monopoly were curbed by cooperatives, by public 
regulation, or otherwise — and to what extent this issue 
woxild be settled in the larger political arena. Would wage 
rates finally be fixed by public commissions? The demand 
that trade unions be made “responsible,” with the right to 
strike qualified or denied, would be heard very frequently 
if conditions in the labor market were inherently favorable 
to labor. Indeed it seems fair enough to ask if workers’ or- 
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ganizationSj like other organizations, and individuals, not 
excluding here the agencies of public opinion themselves, 
should not in the last analysis be responsible to real ma- 
jority opinion. If, then, it was proposed to give public rep- 
resentatives an authoritative voice in the determination of 
scales of pay, the practical question for believers in the 
democratic process would appear to be this. Would the 
commissions or other public representatives in whom it was 
proposed to vest this power give true expression to major- 
ity public opinion, as developed on the basis of a school sys- 
tem, a press, a radio, and so on serving no interest nar- 
rower than the whole community’s interest in securing a 
free and full discussion of every issue? 

The complexity of the choices confronting a nation de- 
termined to move forward into permanent fixll employ- 
ment, more especially when these choices must be made in 
a war-torn world, is apparent enough without any further 
elaboration. However, this book — ^which deals merely with 
the more strictly economic aspects of the problem as a 
whole — ^proceeds on the assumption that the risks here 
briefly referred to must be accepted, if popular govern- 
ment is to endure. For unemployment itself robs democ- 
racy of reality. And democracy’s very power to appeal to 
the hearts and minds of men will be gone before many to- 
morrows unless a fighting program is found that goes 
beyond the mere defense of civil liberties, crucial as that 
clearly is. 

Unemployment has quite properly been compared to 
slavery.’^ It is also the source of intolerable waste. The 

17. <‘Today a new form of slavery has been created. This is an eco- 
nomic slavery, a slavery that we seek to hide from our own eyes by calling 
it unemployment. . , . This is a slavery that does not shut men in, it shuts 
them out.” Wendell L. Willkie, address delivered in Cincinnati, quoted 
from the Ne^ York Times, October 17, 1940. 
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dollar amounts paid out for relief to the jobless over the 
last decade can readily be counted, if one cares to add up 
the statistics. The enormous losses from goods and services 
that might have been produced, and have not, can be meas- 
ured in approximate fashion.^® Although the damage that 
the unemployed themselves have sustained, and the mount- 
ing strain of insecurity on those who have kept their jobs, 
will never be computed, they make too grave a burden to 
be borne forever. 

There is common agreement that this chapter in our his- 
tory should come to a close. 

If enduring full employment is to be won in a society in 
which complexity of organization generally, and division 
and interdependence of labor in particular, have gone as 
far as they have in ours today, the conditions for full em- 
ployment must be orgmhed. In efiFect society itself must 
guarantee, indirectly by sustaining the market or directly 
by providing public jobs, that all who are willing and able 
to work will find work to do. If the American people agree 
that this is desirable, it follows that they cannot permit 
anyone to block that guarantee. They must affirm that no 
person or persons in this country shall directly or indirectly 
hold a monopoly in dispensing that most fundamental of 
opportunities — ^the opportunity to make a living. 

The Extent of Unemployment 

In April, 1940, according to the best estimates available, 
there were nine to eleven million workers unemployed in 

18. The National Resources Committee estimates the loss in potential real 
national income due to depression unemployment of men and machines, 
1930 through zp57, at 200 billion (1929) dollars {The Structure of the 
American Economy^ Pt. I, pp. 2, 371) — enough to have provided a new 
$6,000 house for every family in the country or to have rebuilt the coun- 
try’s entire existing agricultural and industrial plant {ibid y pp. 3, 27) 
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the United States/® In other words, ten years after the 
problem began to assume its present massive proportions, 
challenging society’s efforts to discover a solution, there 
were still approximately as many persons out of work as 
ill i935j two or three million more than in 1937, and some 
eight million more than in 1929. The accompanying table 
shows that, from a relatively low plateau during the pros- 
perity years following the depression of 1921, the number 
of unemployed rose to a peak of fourteen millions or more 
in March, 1 933, was cut in half by the revival culminating 
in the summer of 1937, and later returned to the levels of 

1934-36/“ 

Our imemployment statistics are, unfortunately, far 
from perfect. No one claims that any of the availaljle esti- 
mates is strictly reliable. The data on which computations 
were based before 1930 were sketchy. Later estimates start 
as a rule from the 1930 census data on («) unemployment 
and on {F) the number of “gainful workers” (that is, those 
usually following a gainful occupation), subtracting (») 
from (^) to obtain (c) the number of persons actually at 
work in April, 1930, applying the employment indexes 
published by the Department of Labor and other agencies 
to (c) in order to calculate (d) total employment in any 
subsequent month, and finally obtaining a figure for un- 
employment by allowing for (e) the estimated net growth 

19. See the accompanying table; but cf. also footnote 23 below. So far 
as the seasonal factor is concerned, April figures tend to run only slightly 
ahead of the yearly averages. 

20. A rough idea (more cannot be claimed) of the extent of unemploy- 
ment in the preceding generation can be obtained from the estimate that 
during the period 1897-1926 unemployment (including sickness and dis- 
ability) in manufacturing, transportation, the building trades, and mining 
fluctuated between a low of 5.5 per cent and a high of 23.1 per cent, aver- 
aging 10.2 per cent; Paul H. Douglas and Aaron Director, T/fe Frohlem 
of TJnemf toy merit (The Macmillan Co, 1931), pp. 28-29. 
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April, 1940 


10.7 

10.2 

9.0 

10.2 

H.3 


a. Figures from Leo Wolman, m Recent Economic Changes (McGraw-Hill 
Book Co., New York, 1929), II, 478. Agricultural workers excluded. 

b. A. F. of L. series from latest American E ed^erationist revision 5 others 
based on monthly figures supplied to the author by the Bureau of Re- 
search and Statistics of the Social Security Board. Agricultural work- 
ers included in these estimates. (Figures are currently reported by the 
Alexander Hamilton Institute in Business Conditions Weekly, in the 
American Federationist; and in the Conference Board’s Economic Rec- 
ord — formerly the Conference Board Bulletin; Robert Nathan’s data 
were originally prepared for the President’s Committee on Economic 
Security, and published in the International Labour Re^ienu of January, 
1936, but have appeared regularly only in the Social Security Bulletin, 
issued by the Social Security Board’s Bureau of Research and Statistics. 
The Bulletin for June, 1939, gave prior monthly figures for all four 
series, these estimates differing in certain cases, because of recent revi- 
sions, from the figures used in calculating the averages shown above.) 
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in the working population. This procedure leaves room for 
discrepancies in results as between the various series pub- 
lished, since authorities differ regarding the number of 
workers added to the labor supply each year, the way the 
basic 1930 unemployment data should be interpreted or 
revised, the corrections to be made on account of sample 
studies, and so on.*^ Obviously, then, any given unemploy- 
ment estimate must be accepted with reservations. Never- 
theless, and in spite of certain qualifications when we speak 
of involuntary unemployment specifically in terms of the 
definition used in this book (which is given in Chapter I), 
the general order of magnitude of the problem is probably 
shown with a fair degree of accuracy by these figures. That 
they do not on the whole exaggerate the extent of enforced 
unemployment — as certain widely publicized claims would 
have it — ^is strongly suggested by the fact that nearly eight 
million persons put themselves down as able to work, 
wanting work, and totally unemployed or holding emer- 
gency public jobs when a voluntary registration of the un- 
employed was taken in November, 1937.^* However, we 

21. A good summary of the data and methods used in constructing a 
number of the series commonly cited can be found in the Social Security 
Bulletin for June, 1939, pp. 79-84. See also the critical appraisal in Rus- 
sell A. Nixon and Paul A. Samuelson, “Estimates of Unemployment in the 
United States,” Review of Economic Statistics (August^ 1940), pp. loi- 

III, 

22. This was the survey conducted by John D. Riggers, the first actual 
nationwide census of unemployment after 1930. A partial enumerative test 
made in combination with the voluntary registration indicated that the 
true total was perhaps just under ii millions, but in any case 7.8 millions 
took the trouble to report their joblessness through the mail. (U. S, Census 
of Partial Employments Vnemfloyment, and Occupations, Final Report on 
Total and Partial Unemployment ^ 1937 • 4 vols.) Of course it is true that 
the loss of a job by the family breadwinner often causes other members of 
the household to look for work who are “additional” in the sense that they 
would otherwise not come into the labor market at all. But this does not 
justify the conclusion that involuntary unemployment is “really” less ex- 



lntroduc-&on 


19 

shall shortly have more information on this important 
question when the 1940 census returns are published.®® 

As the assistant commissioner of the Works Projects 
Administration points out, if to the number of unemployed 
as currently or recently estimated is added the number of 
their dependents, the resulting total of some twenty-five 
million persons equals or exceeds the population of all the 
New England States with New York and New Jersey 
added, or the number of inhabitants of our ten largest 
cities, or the entire population of the United States in 
1850.®^ 

It may at first glance seem difficult to understand how 
unemploj^ment can have risen so much in a decade, when 
output has certainly not fallen off correspondingly. In 

tensive than it seems. For it is probable that, if society were committed to 
providing job opportunity for all those able and wanting to work, how- 
ever numerous, certain fresh supplies of labor not apparent at present would 
shortly be uncovered. These points will be considered further in chap ii. 

33. Preliminary census figures released in January, 1941, show 5,110,- 
000 seeking work but without any form of employment in the last week of 
March, 1940, and 2,380,000 working for W.P.A, N.Y.A., or C.C.C. — a 
total of 7.5 millions (Department of Commerce, Bureau of the Census, 
Series P-4, No. i, i6th Census of the U. S.) But it is officially pointed out 
that census enumerators classified incorrectly a substantial number of pub- 
lic emergency workers 5 for the aggregate number employed on federal 
emergency programs at approximately the time of the census, as reported by 
the agencies themselves, was 3,377,701 (or 2,905,919 without counting the 
N.Y.A. Student Work Program) . This factor suggests a revised census total 
of 8 to 8.5 millions. As this book goes to press the discrepancy between such 
a figure and the estimates cited above has not been finally explained. In con- 
siderable part it appears to derive from differences in the calculated size 
of the labor force — 52.8 millions in the preliminary census release, which 
excludes seasonal workers, etc , who may have been neither working nor 
seeking work the week the census was taken, as against 53.9 millions in the 
corresponding A.F. of L. estimate, based on the broader 1930 definition of 
‘‘gainful workers.” 

24. Corrington Gill, Wasted Manpower (W. W. Norton & Co., Inc., 
1939). pp- 14-15. 
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June, 1929, the Federal Reserve Board’s monthly index 
of industrial production reached a high of 125,®“ and the 
unemployed, according to the American Federation of La- 
bor, numbered 1.4 millions. In December, 1939, industrial 
production momentarily regained and passed its former 
peak, touching 128,*® and the A.F. of L. estimated unem- 
ployment at 9.2 millions — approximately 8 millions more 
than before. How can this be explained? 

The answer is that our working population has been 
growing at a rate of half a million a year (more or less, de- 
pending on the method of calculation),®® while at the same 
time technological improvements have been expanding the 
average output per man hour of employment. Were it not 
for the decline that has taken place in the lengfh of the 
working week, the divergence between output and unem- 
ployment figures would have been even more marked.®’ 

25. Index numbers from the old series (1923-25 average = 100). The 
new revised series (1935-39 average = 100), published in the August, 
1940, Federal Reserve Bulletin^ reduces the June, 1929, index of industrial 
production to 114, as against 126 for December, 1939, and thus makes the 
intervening rise in unemployment appear even more striking. (Indexes ad- 
justed for seasonal variation ) 

26. As a result unemployment bears down with particular severity on 
the nation’s youth, many of whom have never had jobs at all. Recent official 
estimates are lacking, but the 1937 enumerative check census referred to 
above suggests that there were in November of that year over 3,9 million 
unemployed persons aged fifteen to twenty-four inclusive (counting half-a- 
million emergency workers on federal programs), and it is generally be- 
lieved that the number of young persons not in school or college and un- 
able to find work rose considerably thereafter. 

27. According to the Bureau of Labor Statistics, average hours worked 
per week in manufacturing fell from 45.7 in 1929 to 37.6 in 1939, and 
in manufacturing, mining, and steam railroads combined they fell from 
45*^ to 37.8} Monthly Labor Review (September, 1940), p. 520. The same 
source estimates that m manufacturing the number of wage earners de- 
clined 8.7 per cent in this period, total man hours declined 24.8 per cent, 
and output per man hour rose 32.3 per cent (percentages calculated from 
ibid,). Corresponding figures for some fifty-nine industries studied by the 
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In an analysis prepared for the National Resources Com- 
mittee Report on Technological Trends and their Social 
Implications,^® it was calculated that, assuming the 1935 
rate of productivity, a return to the 1929 level of emfloy- 
ment would have required by 1937 an output of goods and 
services roughly 10 per cent greater than was forthcoming 
in 1 929, while a return to the 1929 level of unemployment 
would have required an output some 20 per cent greater 
than in 1929. More recently the American F ederationist 
stated:^® 

In June, 1939, our standing army of jobless men and women 
numbers 8,500,000 more than in 1929. This is due to an increase 
of 5,400,0.00 in our working population and a decrease of 3,100,- 
000 in the jobs available for them. With such an increase in job 
seekers, industry will have to rise substantially above 1929 levels if 
all are to have work. In the last lO years, more boys and girls have 
reached working age than ever before in our history, and more 
than we shall ever have again; for our birth rate was at a peak 
eighteen years ago. Instead of creating more work for these job 
seekers, our producing industries in the first half of 1939 have 
averaged 20 per cent below 1929. This decline is chiefly respon- 
sible for the 3,100,000 who have not been able to get back to 
work on private industry payrolls. True, there have also been large 
increases in workers^ producing power, but these have been ad- 
justed in part at least by declines in the average work week from 
49 to 40 or 44 hours. 

National Research Project, as presented to the Temporary National Eco- 
nomic Committee by Corrington Gill, were minus 9.5 per cent, minus 29.4. 
per cent, and plus 30 6 per cent (cited from The NESPA Guide ^ published 
by the National Economic and Social Planning Association [May 15, 
194.0], pp. 18-19'). 

28. David Weintraub, Unemfloyment and Increasing Productivity: Na- 
tional Research Project on Reemployment Opportunities and Recent Changes 
in Industrial Techniques (2d impress., July, 1937), pp 31, 53. Employ- 
ment and unemployment are here measured in full-time man years. 

29. August, 1939, p. 850. 
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Much the same appraisal, although with some differences 
of detail, is given by the Congress of Industrial Organiza- 
tions. For example, in the first number of its monthly sur- 
vey, The Economic Outlook^^ we read: 

Two things have happened in the period since 1929. The first is 
that the total number of workers available for employment has 
risen by 6.5 million. The second is the unemployment of not less 
than a million and a half, due to replacement of men by machines 
and changed methods, or technological changes. ... In order to 
counteract these two factors, about 8 million more workers would 
have to be put to work in private industry if unemployment is to 
drop to the 1929 level of less than 2 million. 

The outbreak and progress of the European War have 
suggested to many persons that our unemployment prob- 
lem was about to solve itself. At the present time, while 
the notion that war trade with the belligerent nations 
would suffice as a solution is seen to have been mistaken, it 
appears to be rather widely thought that the task of or- 
ganizing our national defense will put the unemployed 
back to work. 

Of course this may turn out to be correct, since the mil- 
lions not directly or indirectly reemployed as the resxilt of 
a boom in the manufacture of armaments may ultimately 
be enlisted with the nation’s armed forces or with auxiliary 
organizations. In view of the uncertainty of events, how- 
ever, it is best to receive such predictions with caution. In 
the final analysis, moreover, even if the possibility be 
granted that these prophecies may be substantially borne 
out in the months ahead, the aftermath remains very much 
to be reckoned with. There are those who go so far as to say 
that the aftermath of the present period of herculean prep- 

30 January, 1940, p. i. 
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arations and contests lies many years or even decades 
ahead. But that is even less to be taken for granted than 
that unemployment will disappear temporarily. 

All things considered, it seems more than probable that 
mass unemployment will still or again be with us in the 
near future, bearing down on our society with oppressive 
weight until we work out the means for solving this prob- 
lem permanently — ^for all conditions and constellations of 
international affairs. 

Contents of This Book 

A FURTHER word about this book. What follows is not a 
program for ending unemployment. It is, rather, an at- 
tempt to set down the conditions under which unemploy- 
ment would not exist, and thus to lay necessary ground- 
work for a full-employment program. The program itself 
is for many to ponder and discuss, and ultimately it must 
rest on the will of the majority of American citizens. 

As already suggested, probably the most general formu- 
lation of alternative economic mechanisms is in terms of 
planned production on the one hand and production for 
market on the other. At the farther extreme lies overall 
production planning (the technique developed in the five- 
year plans of the Soviet Union), and from there we can 
imagine a gradation back into the more familiar supply- 
and-demand t5q)e of economy commonly spoken of as a 
market system, until finally at the other limit the elements 
of centrally plaimed activity are reduced to a minimum. 
It is proposed to examine the conditions for full employ- 
ment in such a way as to cover the whole range of possi- 
bility between these extremes. 

The argument, in brief, is this. If it is agreeable to oper- 
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ate all production under a master plan, permanent full 
employment can be achieved by the simple strategy of al- 
ways carrying out as large a production program as the 
existing state of technology will permit the existing labor 
supply to handle. If, on the other hand, it is desired to 
submit only certain specified kdnds of production to direct 
planning, preserving the rest of the economic system as 
the province of production for market, then assured main- 
tenance of full employment requires that some means be 
found for controlling, not industries or producing units 
(except as specified), but the volume of production for 
market as a whole. In other words, while public works and 
the like must be available as a secondary defense against 
unemployment, and must be used for offsetting temporary 
fluctuations, society must not be subject (as it has been sub- 
ject hitherto) to the dilemma of either abandoning the ob- 
jective of full employment or else expanding various forms 
of planned production to an indefinite extent and in so 
doing involuntarily altering the character of the economic 
system. 

Contrary to classical economic theory, prices cannot be 
expected to be flexible enough to stabilize the volume of 
production for market as a whole. Hence the necessary 
regulator must be found in the monetary circulation. Fur- 
thermore, notwithstanding imperfect coordination between 
the capital-goods industries and the production of con- 
sumer goods, as well as technological progress associated 
with monopolistic practices, and certain other highly sig- 
nificant factors, the most important single aspect of the 
monetary circulation is the anticipated overall size of the 
ultimate consumer market, i.e., the total volume or rate of 
consumer spending. For the main framework within which 
production for market functions, and gives employment, is 
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provided by the expected size of the dollar demand for 
final products, taken in conjunction with the expense (net 
expense) of hiring labor. Hence the first requirement for 
a full-employment market economy is that government 
underwrite or guarantee in advance the annual amount of 
consumer spending. To speak somewhat less accurately for 
the sake of brevity and convenience, the first requirement 
is national income insurance. How large the guaranteed 
aggregate consumer expenditure should be from year to 
year will depend on whether it is desired to have the gen- 
eral price level rise, remain more or less steady, or fall. 
Moreover the solution must obviously take into account 
such things as the extent of government orders (as opposed 
to individual consumer spending), foreign investment, and 
consumer credit. 

To be certain of fulfilling its guarantee with respect to 
consumer spending as well as to be in a position to use sup- 
plementary stabilization techniques when necessary (stra- 
tegic subsidies and tax reductions, public works expansion, 
etc.), government must be able to borrow or tax idle 
money, or, as a third alternative, to issue new money. In 
other words, it is definitely required that the monetary- 
fiscal apparatus, including that part of it concerned with 
international payments, be under social control and be op- 
erated in the general interest. Preferably, the discretionary 
powers of the monetary authorities will be sharply cur- 
tailed. Whenever, for example, the requisite consumer 
money income fails to materialize through the usual chan- 
nels, so that government must make a net contribution, it 
is obviously essential that Congress shall have specified the 
manner in which such extra income is to be distributed. 

Evidently such a program may limit or even abolish the 
privilege to hoard money, as distinct from the right to save 
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and to invest or lend savings at interest. Practically speak- 
ing there are reasons why it will probably also operate to 
hold the rate of interest at low levels, thus tending to cut 
into rentier incomes as such. There are in addition compel- 
ling practical reasons why such a program needs to be ac- 
companied by a campaign against the price exactions and 
output restrictions of monopolies. 

In comparison with other measures for maintaining pro- 
duction and employment, the underwriting of aggregate 
consumer spending is calculated to involve a minimum of 
direct government intervention and of discrimination as 
between different producers. The field for competition is 
kept open, the novelty lying in the fact that this field is 
not permitted to be too small, or to shrink and e3^and ir- 
rationally, but is made to be (what the classical economists 
supposed it would be automatically) stable and adequate in 
size. Significantly, this device for keeping consumer spend- 
ing from being too small to support a full load of economic 
activity is at the same time a device for preventing exces- 
sive spending and, consequently, price inflation. 

The analysis designed to show all this is offered with 
due apologies — ^to the economist for incompleteness of ex- 
position and to the general reader for passages that will 
inevitably seem dull. But if the value of making such an 
attempt be questioned, let it be considered whether there 
is anything more likely to encourage people to go after 
something they want than the demonstration that there is 
nothing inherently unattainable about it. 
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Chapter I 

Full Employment 

F ull employment, as the term is used in this book, 
is a state of affairs in which there is technically no 
involuntary unemployment — ^which is the same as 
saying that there is literally no unemployment not prop- 
erly spoken of as voluntary, except for a normal amount 
of what may broadly be called frictional unemployment. 
There may of course be unemployables, so reckoned on the 
basis of*objective (medical) test, not counted as part of the 
labor supply at all. If anyone chooses to call special atten- 
tion to the exceptions by translating “full employment” 
into “optimum volume of employment,” no harm will be 
done. But an expression like that is cumbersome, as well as 
perhaps more rather than less confusing,^ and it seems pref- 
erable to stick to the shorter term. 


Involuntary Unemployment 

The critical concept is evidently involuntary unemploy- 
ment, in its technical usage. To clear the way for defining 
this, let us first consider voluntary unemployment, and let 

I. The next chapter will point out that a real “optimum allocation” of 
employment or human energy presupposes, among other things, an opti- 
mum distribution of income. Similarly, in strict accuracy the term “opti- 
mum volume of employment” should be reserved for a condition of full 
employment under circumstances in which there is reason to believe that 
the existing distribution of income corresponds to the best possible distribu- 
tion, for only then can the ratio of leisure to work — ^which varies some- 
what with income distribution — really be considered the ideal ratio. 
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US notice that any voluntary limitation of their working 
time by those who are self-employed or employed by 
others is really included. Since forced labor is the negation 
of freedom, we may safely suppose that in any satisfactory 
system the individual will have the right not only to select 
his line of work but also, in principle, to decide how much 
to work or whether to work at all. When it comes to these 
last two questions, it cannot be denied that economic neces- 
sity as well as convention and the like will be apt to play 
the main part in the choices actually reached. So far as im- 
mediate prospects go, it may even be that an ethical ques- 
tion will be felt to be involved, with a large majority con- 
sidering that every able person should do some kind of 
work. But here too the final decision, with its consefiuences, 
will always presumably depend on the will of the indi- 
vidual. Let us see what this means in reality. 

So far as final limits are concerned, the available quan- 
tity of labor in man hours per month or per year is a mul- 
tiple of the number of persons capable of working (the 
whole population, less those incapacitated in one way or 
another as by extreme youth, extreme age, permanent un- 
employability, or temporary sickness or injury) and the 
number of hours that it is physically possible for them to 
work. This quantity is of no practical significance, of course, 
since custom, contract, legal enactment, and failure to clas- 
sify unpaid work of housewives as “labor” reduce the 
available labor far below the theoretical maximum, and in- 
dividual preferences for leisure cut into the remainder — 
these deductions giving us, finally, the supply of labor 
with which the demand for labor is to be compared. 

That is, the actual labor supply, so called, will depend 
in part on the technical necessities of mechanized, coopera- 
tive production — ^the machinery and general organization 
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of productive processes imposing a certain rhythm, which 
in turn will ordinarily be adjusted and made the subject 
of collective-bargaining agreements. In part, again, it will 
depend on the established customs as to education, retire- 
ment, and vacations, and the prevailing social attitudes 
toward work, as against idleness, generally. (Which means 
that a society that becomes highly efficient at satisfying its 
wants may enormously expand in one way or another its 
voluntary leisure.) And in part it will depend on individ- 
ual preferences for leisure under the given conditions with 
respect to the individual’s wealth and income — ^that is to 
say, under the rules governing income distribution in the 
current period and the relevant period of the past. 

One point to be taken up later should be noted here. In- 
asmuch as the amount of voluntary withholding of avail- 
able labor is to some extent dependent on the way in which, 
under the frevaiUng conditions of income distribution) the 
individual balances his desire for (more) leisure against 
his desire for (more) money income, the supply of labor at 
any given time will tend to vary if income distribution 
varies, and cannot therefore be treated in theory as a fixed 
quantity. But, as will be seen in the next chapter, the prac- 
tical importance of this for the issues under discussion here 
is negligible. 

Let us turn now to the question of frictional unemploy- 
ment, by which it is convenient to mean every kind of 
purely temporary, transitional, or “between jobs” idleness 
that is neither voluntary nor due to the incapacitating fac- 
tors, sickness and accident. 

When theorists wish to picture a society without any un- 
employment whatsoever, they commonly talk about a 
“static” system — an abstraction that is admittedly unreal- 
istic but has certain uses as a tool of analysis. Strictly speak- 
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ing, that is not necessary j a “dynamic” system might also 
in theory eliminate frictional idleness (along with involun- 
tary unemployment proper) by immediately “making” 
work as soon as a job disappeared or a new applicant for 
work arrived anywhere on the scene. In practice, however, 
it is a safe generalization that some frictional unemploy- 
ment is everywhere bound to exist, at least until no in- 
dustry is subject any more to changes of fortune, and sea- 
sonal influences no longer affect the pattern of demand in 
the labor market, and the last labor-saving device has been 
invented. 

It is clear that, in the ordinary use of words, most fric- 
tional unemployment will be involuntary — ^that is, not 
chosen deliberately. The special feature about involuntary 
unemployment in the technical sense, therefore, is not to be 
detected by examining a particular case of unemployment 
at a given instant, but rather by examining what happens to 
a particular case of unemployment over an interval of 
time, or else, alternatively, by watching the system as a 
whole for changes in the amount by which the demand for 
labor falls short of the supply of labor. A case of frictional 
vinemployment will, as the name suggests, be reabsorbed 
into production (or a first job will be provided, if it is a 
question of a young worker or an immigrant) after the 
“normal” period of time required for the system to over- 
come its friction. If workers who are looking for jobs are 
not, on the average, employed after a “normal” period, 
this will necessarily be reflected statistically by a rise in the 
total mxmber actually unemployed. Thus frictional influ- 
ences will always cause a “normal” number to be unem- 
ployed, and, so long as total unemployment rises no higher 
than this, a state of “full” employment will exist. But a 
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rise in total unemployment above this figure will indicate 
the existence of involuntary unemployment proper. 

Other things being equal, it is evident that the “normal” 
volume of (frictional) unemployment will tend to be 
larger in an economy in which production methods are 
changing rapidly than in a relatively stationary economy. 
It will also tend to be larger if there is considerable “im- 
perfection” on the supply side of the labor market than if 
labor is relatively mobile functionally and geographically. 

In the last analysis, however, these so-to-speak objec- 
tive factors are not decisive. In the last analysis the quan- 
tity of unemployment that society accepts as normal will 
depend on society’s subjective attitude toward the phe- 
nomenon of unemployment. This is true because public 
works of one kind or another can be used to provide a tem- 
porary job for the individual who finds himself “between” 
two regular jobs. Indeed, as was suggested a moment ago, 
this policy might in theory at least be elaborated to the 
point where every person losing a job today would be 
given new work tomorrow. On the other hand, one may be 
prepared to find that certain employers of labor who share 
the general opinion that -fluctuations in unemployment 
ought to be eliminated will be in favor of policies designed 
to perpetuate a large normal volume of xxnemployment, in 
order to keep the upper hand in the process of bargaining 
over wages. 

We may conclude that in practice a certain amount of 
frictional unemployment will be accepted as inevitable, the 
word “inevitable” being simply a convenient shorthand 
for “not worth eliminating.” Inasmuch as this book cer- 
tainly does not take the point of view of any minority, full 
employment will herein imply a condition in which only 



34 Pull Emfioyment 

a small amount of frictional unemployment is to be found 
— ^the actual quantity, however, being determined by demo- 
cratic processes. No doubt a verdict democratically arrived 
at on this question would be that it is “worth” eliminating, 
not all unemployment, but all except that “irreducible 
minimum” whose removal would very obviously be more 
costly from a social standpoint than a slight delay in fitting 
the disemployed into new work. In the short run such a 
minimum will be constant, except for seasonal variation, 
but over the course of time it may in fact be reduced fur- 
ther by forethought and various technical devices, espe- 
cially because the development of job-placement and job- 
retraining facilities in this country still lies largely in the 
future. (Similarly, idleness through incapacity may be 
gradually cut down by measures that reduce the accident 
rate and improve the standard of health — as well as by the 
mere passage of time, since after long years of mass unem- 
ployment we start with a tragic legacy, though probably 
not a large one, of men and women demoralized to the 
point of being permanently unemployable.) 

This brings us, then, to the definition of involuntary un- 
employment. It is clear from what has just been said that 
a rise in the unemployment index above the accepted or 
official normal for frictional unemployment (this index to 
be compiled, say, by the U. S. Employment Service) will 
indicate the existence of involuntary imemployment in the 
technical sense. Involuntary unemployment, therefore, is 
a condition in which those who are looKng for work at pre- 
vailing wages, etc., are not able to find it promptly — i.e., 
within a period no longer on the average than the period 
of delay tibat is admitted to be reasonable. A possible quali- 
fication shoidd be added to take care of the contingency in 
which the proportions of the various factors of production 
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are such that the marginal physical productivity of labor 
may decline slightly as the total quantity of labor rises. If 
we make this allowance, involuntary unemployment may 
be said to be a condition in which workers are unable in a 
reasonable time to find jobs that they would willingly take 
on real terms (real wages, hours, conditions of work) re- 
duced from the existing standard by no more than the de- 
cline, if any, in the marginal physical productivity of labor 
corresponding to a slightly greater volume of employ- 
ment. But, in general, the shorter statement should be per- 
fectly adequate.^ 

2, According to Joan Robinson, .it seems most satisfactory simply 
to say that the amount of involuntary unemployment is the amount of work 
which, in existing conditions, the population is willing but unable to per- 
form” {Essays tn the Theory of Employment [London, Macmillan & Co., 
Ltd, 1937], p ii). This presumably corresponds to the definition above. 
According to Keynes (The General Theory, p. 15), “Men are involuntarily 
unemployed if, in the event of a small nse in the price of wage-goods rela- 
tively to the money-wage, both the aggregate supply of labour willing to 
work for the current money-wage and the aggregate demand for it at that 
wage would be greater than the existing volume of employment.” This 
too seems interchangeable with the above, except that it would not neces- 
sarily cover the case, mentioned by Mrs. Robinson (op. cit., p. 172 n.), in 
which a fall in real wages increases the amount of labor looking for em- 
ployment. 

On the other hand such definitions as that given by another English 
economist, J. E. Meade, who holds that unemployment will have been 
brought down to its normal frictional level “when it has been just suffi- 
ciently reduced for money wage-rates to start rising at the same rate as the 
marginal product of labour” (An Introduction to Economic Analysis and 
Policy [Oxford University Press, 1936], p. 77), tie up the unemployment 
problem with the problem of wage determination in a way that creates 
theoretical confusion and might in practice result in a large volume of un- 
employment being rated as normal. What needs to be said at this point 
about the relation of wage rates to labor productivity is merely that, when 
unemployability is decided by independent test of the individual’s physical 
condition, it is possible that in a market economy the marginal productivity 
of employable labor of some kinds may show itself to be less than what 
society regards as a suitable minimum wage, in which case the difference 
will have to be made up somehow through taxation and subsidy. 
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Thus full employment will mean in these pages simply 
a condition in which those who want to work at prevailing 
wages, etc., can always do so, making allowance for rea- 
sonable delays in finding work such as add up, for the sys- 
tem as a whole, into a total amount of frictional unemploy- 
ment rated as normal. To repeat, in distinguishing between 
frictional and involuntary unemployment, it is not at all a 
question of how the unemployment arises. It is a question 
of whether or not, having become unemployed, persons 
who are looking for work can find it without undue delay.' 

From what has been said up to this point it must be clear 
that the analysis we need will not be primarily concerned 
with how the competition that takes place in a system of 
production for market may be divided as between “mo- 
nopolistic” and “piure” competition, even though that ques- 
tion is of great social importance for several reasons, as 
will be pointed out in due course. The categories of ordi- 
nary value theory are useful for the study of the individ- 
ual production concern and for the study of group equi- 
librium; to begin with, the growth of monopoly elements 
in the economic system tends to cause restrictions of output, 
and hence to eliminate jobs or prevent new jobs from 
opening up, in various business concerns, whereas it is gen- 
erally agreed that a business engaged in pure price com- 
petition will not follow a restrictive policy.* But we cannot 

3. It was recently suggested that even under conditions of pure competi- 
tion and static demand and supply there may in special circumstancesj such 
as perhaps apply to certain farm products, be a tendency for prices and 
production (and consequently employment) to fluctuate indefinitely or ac- 
tually to diverge further and further from equilibrium. See, for example, 
Mordecai Ezekiel, ‘^The Cobweb Theorem,’’ Quarterly Journal of Eco- 
nomics (February, 1938), also Norman S. Buchanan, ‘‘A Reconsideration 
of the Cobweb Theorem,” Journal of Political Economy (February, 1939), 
for an indication that this theory will probably not stand close analysis. 
The reason for mentioning it here is simply that, if it should turn out that 
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get from these categories the light we need on the problem 
of the volume of employment in the economic system as a 
whole. 

The same consideration applies to technological prog- 
ress. Technological disemployment obviously occurs all 
the time. When it does, workers often lose their occupa- 
tions as well as their jobs and, even with the help of new 
training, may fail to recover their former earning power. 
The individual hardships resulting from this process should 
be mitigated by the industries in question or by society as a 
whole. But such disemployment need not embarrass an 
economy in which reemployment occurs at the same rate, 
or at a rate sufficiently greater to take care of a growing 
labor sup'ply. We must look specifically to the quantitative 
principles governing the action of the system as a whole. 

The Interpretation of Unemployment Statistics 

In interpreting current unemployment statistics, it must be 
borne in mind that they do not at best give us precisely 
the volume of involuntary unemployment as here defined, 
since at present no series is constructed upon this definition. 
On the one hand, the estimates cited in the introductory 
chapter fail to take adequate account of part-time employ- 
ment; necessarily so, considering that satisfactory quanti- 
tative data are not available. In that respect, therefore, they 
understate the actual problem, since an economic system 
that keeps two workers on half-time when they want full- 
time jobs falls as far short of providing adequate employ- 
ment as a system that keeps one worker wholly idle. On 
the other hand, certain other factors work in the opposite 

cases of this kind do in fact exist, this again would be quite indecisive so far 
as total unemployment is concerned. 
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direction, tending to inflate current estimates. For one 
thing, it appears that several hundred thousand workers 
who would be described herein as voluntarily idle or as 
temporarily out of the labor market altogether have been 
included in some of the published series. More important, 
the number of persons unable to obtain work of any kind 
has presumably not been as large as the number shown in 
any of the standard estimates, since government has given 
emergency work to a considerable proportion of those 
lacking regvdar jobs, as the accompanying chart will serve 
to indicate. It should be noted that, contrary to the prac- 
tice prevailing in certain foreign countries, unemployment 
in the United States has hitherto been calculated without 
deducting emergency jobs of one kind or another' supplied 
by government. 

If the emergency employment provided by government 
yielded prevailing earnings, it would be proper to say that 
the jobs in question should be simply deducted in comput- 
ing the extent of unemployment. Actually a hybrid situa- 
tion exists, since those on W.P.A, rolls, in C.C.C. camps, etc., 
are neither wholly unemployed on the one hand nor able 
to find work at prevailing rates of pay, etc., on the other.* 

4. Generally speaking, emergency public employment has paid the worker 
less — often of course much less — ^than corresponding work in regular pri- 
vate and public jobs in the same locality, even where prevailing hourly 
rates have been required (e.g., W.P.A. during certain periods), limitation 
of the hours worked per week or per month has kept total earnings at a 
comparatively low level. Much of the employment provided by the Civil 
Works Administration during the first three months of its brief existence 
(November, 1933, to February, 1934)5 and the construction jobs financed 
by the Public Works Administration, constitute exceptions to this generali- 
zation. It also is true — ^and indicates the ultimate interrelation between the 
problem of eliminating involuntary unemployment and the problem of se- 
curing adequate basic wage standards in pnvate employment — ^that the 
minimum work-relief wages stipulated under various programs have tended 
to exceed prevailing private rates in those parts of the country where pri- 
vate rates have been especially depressed, notably in rural areas in the south. 
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Thus for a number of reasons it is clear that the amount 
of involuntary unemployment in the United States, ac~ 


‘Regular Bmploymertt, Emer^enexf Public Emploi/ment, and 
Tibtal Uncmploi/ment tn tHe United States, 1933 through 1939 



Source: (i) and (2) from American Federation of Labor estimates of number em- 
ployed and gainful workers respectively, 1933 and 1934 slightly adjusted to secure 
comparability with current revised senes dating back to January 1935. (3) derived 
without regard to minor omissions, duplications, etc. by adding figures for Civil 
Works Administration, Works Projects Administration, Civilian Conservation 
Corps, and works projects of the National Youth Administration, as shown in the 
Social Security Bulletin for February 1940 j work relief of the Federal Emergency Re- 
lief Administration, from the F.E.R.A.’8 “Statistical Summary of Emergency Relief 
Activities, January 1933 through December 1935” (issued in 1937)* and Public 
Works Administration, from a table supplied by the Bureau of Labor Statistics, (4) 
represents the remainder obtained by subtracting (i) and (3) from (2). All figures 
plotted are for the months of January, April, July, and October. 
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cording to the meaning attached to the term in this book, 
cannot be frecisely stated today. Two changes in particular 
are needed before information on this point can be con- 
sidered approximately accurate and procedure adapted to 
the needs of a full-employment policy. In the first place, 
all who are out of work and looking for work should be 
registered with some central agency, presumably the U. S. 
Employment Service. In the second place, the present am- 
biguous status of the emergency government job should be 
rectified by the payment of prevailing hourly and weekly 
wages on all public work. 

At the same time, there can be no justification whatever 
for the contention that our current unemployment statis- 
tics, just because they do not represent the volume of in- 
voluntary unemployment with perfect exactness, are there- 
fore to be taken lightly. No view could be more mistaken. 
As noted, the shortcomings of these statistics are of such a 
nature that in part at least the errors cancel out, leaving us 
with the previously stated conclusion that at any rate the 
general order of magnitude of the unemployment prob- 
lem as it now exists in this country is probably shown with 
a fair degree of accuracy by these figures. 

Full Employment versus “Optimum 
Allocation” 

To achieve its maximum efficiency an economic system 
would have to satisfy the two requirements of full employ- 
ment and “optimum allocation” of effort. On the one 
hand, then, no one would be deprived of the opportunity 
to work; on the other hand, no work woixld be wasted by 
being applied less effectively or productively than might 
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have been the case. In the Introduction attention was called 
to the fundamental importance of keeping the distinction 
between these two aspects of the public interest clear when 
it comes to formvdating economic foreign policy. The next 
chapter will dig down toward the roots of the allocation 
problem in general. There are, however, two special mat- 
ters of definition, in both of which it is a question of avoid- 
ing confusion between the issues of full employment and 
optimum allocation of eJffort, which deserve brief notice 
here before we go any further. 

As the term, employment, is used in this book, it refers 
to human employment solely. Attention is called to this 
because economists frequently speak of the full employ- 
ment of labor and other production factors as a single prob- 
lem. Naturally it is important, while eliminating unem- 
ployment of labor, at the same time to keep the existing 
capital plant busy and to make use of (but not use waste- 
fully) society’s natural resources. However, it seems pref- 
erable — ^both methodologically and because of society’s 
paramount concern with the tragedy, waste, and danger to 
social stability inherent in involuntary human idleness — to 
make the division of subject matter that is here indicated. 
From this point of view, therefore, unemployment of land 
and capital equipment, insofar as abolition of human im- 
employment does not automatically cause these phenomena 
to disappear at the same time, are not aspects of the em- 
ployment question proper, but rather aspects of the ques- 
tion of how effort is allocated. Thus the problem of per- 
manent excess plant capacity, which appears to be inherent 
in monopolistic competition,' must be considered as a part 

5. Monopolistic competition is discussed below, pp. 73-75. For a full 
treatment, however, the reader is referred elsewhere — e.g., to Edward 
Chamberlin, The Theory of MonofoUstic Comfetition (Harvard Univer- 
sity Press, 1933). 
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of the problem of achieving efficiency in the disposal of the 
working force. This is a reasonable way of viewing the 
matter. If excessive plant is built and maintained, that 
means that some labor is being applied unproductively, and 
it is pertinent to ask, from the standpoint of allocation of 
effort in the broadest sense, whether this waste can be 
avoided without incurring greater wastes of some other 
kind. If there is idle land in spite of full employment of 
labor, the same question arises. 

The other matter relates to the concept of “disguised 
unemployment,” a term sometimes used to indicate a shift 
of workers to “inferior” occupations.® In former times, 
when land was free or could be bought for a few dollars 
an acre, a worker who lost his job in an industrial center 
often had and sometimes took advantage of the chance to 
go out into the country and take up subsistence farming, 
possibly returning to the mill later on when times im- 
proved. This ready access to the soil was of fundamental 
importance. Or he might devise some other form of self- 
employment, such as doing odd jobs for those more pros- 
perous than himself. These possibilities concealed or dis- 
guised the extent of the disemployment that periodically 
occurred. An unemployment census, had it been taken, 
would not have correctly pictured the impact of the down- 
ward fluctuations in industrial activity. The same thing is 
true today, to a lesser extent. No doubt one of the ultimate 
forms of self-employment appeared under President 
Hoover: apple selling. But a shopkeeper wiped out tomor- 
row by a decline in purchasing power might contrive to 
buy a few acres and make some sort of a living. Or a fac- 
tory hand whose job disappeared might have relatives in 

6. See Joan Robinson, ‘‘Disguised Unemployment,” Th& Economic Jour- 
nal^ June, 1936, 
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the country who would offer him^, board and lodging, or 
better, in exchange for his work. In addition, there are un- 
questionably, outside the range of our unemployment sta- 
tistics, many persons brought up on the land who would 
leave the farm communities in which their services are no 
longer at all essential and would appear as job seekers 
elsewhere if job opportunities only existed. 

Like idleness that is specifically the idleness of capital 
equipment or natural resources, however, “disguised un- 
employment” will herein be disregarded} that is to say, it 
will be considered an infringement of optimum allocation 
of effort and not an infringement of full employment. If 
self-employment, etc., were considered the eqxiivalent of 
unemployment, confusion between the two problems 
might be invited from the outset. Actually, so far as con- 
cerns a genuine full-employment economy, no important 
consideration is involved. Although the phenomenon has 
been important historically, in times of depression, includ- 
ing the depression of the ’thirties, few would ever prefer 
a travesty on a job to real employment. Hence we may 
safely say that, in a system that succeeded in establishing 
real employment opportunity for all, “disguised unem- 
ployment” would be nonexistent. 



Chapter II 

“Allocation” — ^The Secondary Problem 

F or the moment let us turn back to the point that 
maximum efficiency in an economic system would 
require not only full employment but also the most 
effective use, or in other words an optimum allocation, of 
the effort put in. For it is worth our while to deal with 
this second requirement sufficiently to show the practical 
primacy of the first. 

Since unemployment and wrong allocation both operate 
to reduce efficiency, it is of course impossible, if we are con- 
sidering economic systems without reference to time or 
place, to maintain that one is any more wasteful (in the 
broadest meaning of the word) than the other. Is it more 
economical to have a little more employment but a little 
less satisfactory allocation of energy, or a little less em- 
ployment but a slightly better utilization of it? — Such ab- 
stract questions obviously admit of no answer. However, 
since we are concerned with actuality, comparative state- 
ments are in order. In certain situations — for example, in 
countries that had already achieved full employment in the 
process of producing “guns” and might turn from that to 
the production of “butter” — ^it could be argued, on the 
theory that a general shrinkage in activity would not in 
any case be permitted, that the paramount issue was allo- 
cation. But it would seem difficult for anyone acquainted 
with actual conditions in the United States today to doubt 
that as a nation we are losing more from unemployment 



Allocation?^ — The Secondary Problem 45 

than from errors in the way we use the energies that are 
employed. 

This is certainly not to say that our allocation of effort 
is satisfactory. On various coimts, particularly on the count 
of a certain distortion arising from the restrictive policies 
of monopolies and partial monopolies, unevenly distrib- 
uted throughout our production system, it is widely be- 
lieved that our energies are in part misdirected at present. 
There is unquestionably a good deal to be said in support 
of this view. Still, except for glaring inequalities in wealth 
— ^themselves partly traceable to monopoly — ^which make 
it possible for production to respond to the lightest whim 
of a millionaire while disregarding the urgent needs of a 
family living on starvation wages, it is not immediately ap- 
parent that our present system, grossly inefficient as it is 
in giving employment, is grossly inefficient also in its allo- 
cation of energy. 

This in itself is sufficient reason why the American peo- 
ple should make their main attack directly against unem- 
ployment. But a further reason for the same conclusion, 
and an eminently realistic one, appears when we compare 
full employment and optimum allocation from the stand- 
point of the relative precision or measurability of the con- 
cepts in question — a standpoint from which it is usually 
possible to tell whether the approach to various goals is 
likely to involve more lost motion or less. It is the thesis 
of this chapter that full employment is by all odds the 
simpler and more definite concept of the two, subject to 
much the smaller amount of disagreement so far as its 
practical identification is concerned. 

Inasmuch as the average person will doubtless grant 
this contention offhand, and since in any case the subse- 
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quent argument does not depend on such comparisons, the 
reader may if he chooses skip this discussion and begin 
again with Chapter III. 

However, the subject has a certain philosophical or at 
any rate methodological importance that should make it 
of interest to economists. After all, it is only a few years 
since Keynes^ attacked the whole established system of 
theory according to which the real world is held to be es- 
sentially like that imaginary, Ricardian world wherein gen- 
eral underemployment cannot occur except as the result of 
temporary mistakes or deviations from equilibrium. The 
entire body of economic discussion, indeed, is permeated 
with the notion that the problem of economy — ^the prob- 
lem, that is, of the proper allocation or disposal of scarce 
resources — ^is the economic problem. If it can be suffi- 
ciently emphasized, not only that the allocation problem 
is not the economic problem in any practical sense today, 
but also that its solution is a far less simple and obvious 
matter than an overhasty or overnarrow examination of 
it has often led economists to assume, some progress 
will have been made toward a better balance in economic 
thinking. 

The Complex Character of “Optimum 
Allocation” 

It has already been pointed out that full employment is 
not a determinate quantity in any absolute sense — ^that is, 
it does not depend merely on the size of the available work- 
ing force. In the first place, let us recall that we must pre- 
suppose agreement about a “normal” or admitted quota of 

I. hi The General Theory, 
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frictional ixnemployment — ^which in practice could hardly 
be zero. In addition, we have seen that full employment 
obviously does not exclude voluntary leisure, which, 
whether we are measuring its volume in man hours or in 
total abstentions from work, must fartly depend in a free 
society on the way in which society’s income is shared, since 
the individual’s income position will affect his valuation of 
leisure time. These qualifications should not be overlooked. 
Nevertheless, they are unimportant when ranged along- 
side the difficulties that arise when we set out to define op- 
timum allocation of effort. 

It is elementary common sense to attempt to allocate ef- 
fort in an optimum way — ^to get the most that can be got 
out of a given expenditure of effort — ^in short, to practise 
true economy. Naturally it goes without saying that this 
condition of perfection could never be more than very 
roughly approximated, so far as society as a whole is con- 
cerned, no matter how production might be organized. 
What is pertinent here, however, is not the fact that in the 
nature of things the ideal could never be fully realized, 
but rather the fact that, as a social ideal, optimum alloca- 
tion has no meaning at all other than the very broadest 
meaning it can be given. 

This is readily apparent as soon as we stop to ask our- 
selves a simple question. What — let us inquire — is the best 
result that society can hope to get from a given expenditure 
of effort? Evidently the best possible result is the greatest 
income or return in the form of satisfactions that that ef- 
fort can be made to yield. To be sure, this immediately 
raises another question to which there is no easy answer, 
namely, the question as to how the total of satisfactions in 
society is to be measured. But at any rate we are reminded 
of the crucial fact that, from the point of view of society, it 
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must be a mistake to make a fetish of some particular 
aspect of the problem of economical allocation and over- 
look the larger objective. Certainly no hypothetical opti- 
mum is of any significance whatever — as an optimum — ^if 
some major hypothesis upon which it rests is contrary to 
fact. The problem invites, not a partial solution, but a so- 
lution that takes all the relevant factors into account. 

The overriding consideration, if we are really concerned 
with optimum allocation, is the fact that waste in the utili- 
zation of energy is a hydra-headed monster. (Indeed, it 
may sometimes assume the guise of a monster that grows a 
second and perhaps more ferocious head just when and be- 
cause the first has been cut off.) Let us keep this firmly in 
mind as we proceed. 

Economists have stressed the fact that it is a mistake to 
make a fetish of the technological aspect of efficiency. The 
best equipment should always be used — if there is going 
to be enough demand for the product to cover the total 
cost, cost of equipment included. But the proviso is funda- 
mental. In many situations a machine that is technically 
efficient is uneconomical} its bigness and modernity are a 
positive handicap in the context in which it is placed} the 
effort diverted to it should have been applied to something 
else. Speaking more generally — efficiency must not be 
viewed simply from the standpoint of the alternative ways 
in which a particular good or service might be produced, 
but also from the standpoint of the alternative goods and 
services that might be produced with the resources in ques- 
tion. The requirement is that a particular cost should al- 
ways be incurred when the resulting return promises to be 
greater than this cost, and never when it promises to be 
less. From the consistent application of this principle will 
tend to result a condition in which a given further amount 
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of cost would be equally productive, in no matter what part 
of the economic system it might be applied, that is, a con- 
dition of equimarginal returns. 

The Question of Income Distribution 

We have here a somewhat elaborate truism, important be- 
cause it can serve as a useful guide to policy — if we know, 
to begin with, what society’s costs and returns really are. 
The proviso is again absolutely fundamental. Economists 
who beg this question, saying by way of explanation that it 
is impossible to weigh the satisfactions of one individual 
against those of another individual (and hence impossible 
to get back to society’s ultimate sacrifices and gains), have 
the right, of course, to equilibrate mythical social costs and 
returns to their hearts’ content. But they have no right to 
ask to be taken seriously when it comes to judging public 
policies in the light of the criterion of optimum allocation, 
i.e., the criterion of the maximum satisfaction obtainable 
from a given expenditure of effort. For, no matter how re- 
fined their tools of analysis, they simply have no materials 
upon which to put these tools to work. 

This becomes apparent when we consider the problem 
involved in comparing costs, and returns, and costs with re- 
turns in a monetary economy like our own — ^an economy in 
which the monetary unit provides a universal foot rule, so 
that it is convenient for most purposes to treat costs as 
synonymous with money expenses and to reckon returns 
as synonymous with the sums of money that consumers are 
willing to pay. In these circumstances it is to be presumed, 
at least as a first approximation, that an act of production 
is worth while if the resulting money receipts equal or ex- 
ceed the money expenses. (In specific cases the interpreta- 
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tion of this rule may often involve some difficulty, but the 
rule itself is clear.) However — and here is the crux of the 
matter — ^both the money receipts and the money expenses 
of the diflFerent production enterprises will vary with va- 
riations in the way in which society’s income is shared. 

For the moment let us concentrate on the more obvious 
and more important dependent variable, the producer’s 
money receipts. A redistribution of income is bound to pro- 
duce changes in the scale of consumer preferences — ^that is 
to say, changes in the relative valuations attached to dif- 
ferent products by consumers who are thinking of acquir- 
ing them. For example, a redistribution in favor of the 
poor will increase the demand for articles of general con- 
sumption and reduce the demand for expensive luxuries. 
No one doubts this. But it leads us at once to the conclusion 
that each different income distribution must have a sepa- 
rate “ideal output” peculiar to it. Consequently either the 
concept of optimum allocation is totally unconvincing, be- 
cause there are seen to be iimumerable alternative optima, 
or grounds must be advanced for holding that a more sat- 
isfactory income distribution can be distinguished from a 
less satisfactory one, so that then there really is a unique 
optimum allocation toward which the system might tend. 

This is the dilemma confronting those economists who 
wish to take refuge from controversy by avoiding the 
thorny problem of income distribution. They are free to 
say if they like that there is no known way of comparing 
with scientific precision the satisfactions of different indi- 
viduals, and on this basis it is proper for them to disclaim 
the possibility of making any statement at all as to whether 
or not a dollar will yield more satisfaction when spent by a 
poor man than when spent by a rich man. They will then 
be bound to assume that any given preference scale is as 



lloccfAon’^ — T he Secondary Problem 5 1 

good as any other would be. The only trouble with this is 
that there is no very dear reason why anyone (except, per- 
haps, a theoretical economist, or someone with a strong 
practical bias in favor of the particular income distribution 
of the moment) should be interested in the perfectly hypo- 
thetical optimum that emerges from a discussion of this 
kind. Such an optimum is purely formal. It bears no close 
relation at all to the general welfare. It can apparently co- 
exist with a state of affairs in which a substantial minority 
— or, for that matter, the majority — ^is fed, housed, and 
clothed on a scale below minimum standards of health and 
decency. 

One might take a somewhat different position and main- 
tain that, inasmuch as the existing income distribution is the 
resultant of the forces of supply and demand operating in 
the past, which have yielded incomes only in return for 
services rendered, there is necessarily a rightness about the 
existing distribution that makes it the only proper basis for 
evaluating costs and returns. This view has an imposing 
tradition behind it. Indeed the literature of economics — 
especially the older literature, in which the economist, far 
from talking in a vacuum of any kind, was very definitely 
giving practical advice in the real world — ^has repeatedly 
stated or implied this belief.^ But the forthrightness of the 

2. The theory of the modern equilibrium economists, including notably 
the followers of Walras and Pareto of the Lausanne school, takes the given 
income distribution as a datum and is not concerned with justifying or at- 
tacking this distribution. In large part, however, economics has been con- 
cerned to exhort or justify. The early classical writers, while by no means 
so convinced of the harmony of interests as were the later “optimists** like 
Bastiat in France and Carey in America, and while admitting qualms in 
particular regarding the propriety of the landlord’s rent, maintained that 
generally speaking property incomes were traceable to savings out of per- 
sonally created product, or to abstinence (Senior’s theory of interest) j and 
in any event they asserted that distribution was subject to irrevocable natu- 
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commentators here in question has not made their pro- 
nouncements any more generally acceptable in the long 
run. The basic concept suffers from being a little too auda- 
cious, After all, if any existing state of efiFective demand is 
automatically right simply because it exists, no one could 
have any reason to complain of the state of demand estab- 
lished by the most absolute and antisocial of dictators. 

Thus there appears to be no rational escape from the 
necessity of setting up general principles whereby to distin- 
guish between less and more satisfactory income distribu- 
tions. The question is: what principles? 

The writer wishes to pose rather than answer this ques- 
tion. The main concern of the present book lies elsewhere, 
and immediate purposes are served if it is denfonstrated 
that the optimum allocation is indeterminate until some 
way is found of deciding upon the most satisfactory income 
distribution. 

However, mention may be made of the most obvious of 
the materials that will need to be combined in some fashion 
whenever a serious attempt is made to reach such a de- 
cision. 

On the one hand, we have the well-known proposition 
that to any given person at any given time the marginal 
utility of his income tends to vary inversely with the size 
of that income j for example, a dollar counts for more if 

ral laws. The marginal approach, which came to dominate orthodox eco- 
nomic thought in the last quarter of the nineteenth century, was called on 
to supply fresh scientific ammunition for the view that all economic re- 
wards are apportioned in accordance with contributions to society’s joint 
product 5 see e.g, J. B. Clark in this country. Extreme statements on the 
subject are seldom found in the writings of the leading exponents of neo- 
classical theory (Marshall and the Cambridge school, etc ) , but numerous 
disciples and amateurs continue to talk and write as if the existing income 
were demonstrably the only proper one, and occasionally a leading econo- 
mist (e g., Carl Snyder) still expresses much the same point of view. 
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his annual income is $1,000 than if it is $10,000. This, 
when combined with the fact that we possess no clearly 
established basis on which to distinguish quantitatively be- 
tween one person’s need, or capacity for satisfaction, and 
that of the next person, raises an initial presumption in 
favor of equality of incomes. 

On the other hand, the necessity of preserving adequate 
incentives to efFort operates, contrariwise, to suggest that 
some inequality is essential. 

Thirdly, no solution will be a real solution unless it is 
acceptable to those who hold political power. This means, 
provided we place a high valuation on democracy, that the 
best solution must harmonize with the sentiment of the 
majority.” 

Before leaving the subject, let us be clear that income 
distribution aflFects the meaning of optimum allocation 
somewhat more seriously than it afiFects the meaning of 
full employment. Stress has been laid on its immediate and 
striking relation to optimum allocation by way of its influ- 
ence upon the relative demand for different products, and 
hence upon the money receipts of different production en- 
terprises. At the same time it also bears on optimum allo- 
cation by way of its secondary effect on relative costs or 
money expenses of different kinds of enterprise, since con- 
siderable changes up or down in the scale of operation of 
different branches of production, corresponding to changes 
in the general pattern of demand, could hardly be assimi- 
lated without variations in certain unit costs of production 
one way or the other. So far as the statistical meaning of 
full employment is concerned, on the other hand, the net 
influence of changes in income distribution does not seem 
likely to be very great. Here some care is necessary in or- 
der to avoid confusion of thought. Today, with so many 
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families living at or but little above the subsistence line, 
the supply of labor tends to be linked up inversely with the 
demand, and hence with the size of the smallest family in- 
comes — ^which in turn provides at least a partial measure of 
income inequality. Depression, that is, obliges many of the 
relatives of unemployed workers to enter the labor market 
looking for jobs they otherwise would not need or want. 
In this way some controversy arises as to the “real” extent 
of unemployment. By contrast, although it seems a safe 
prediction that the opening up of job opportunities as a 
matter of principle to all job seekers would itself ulti- 
mately cause a marked rise in the number of persons want- 
ing to work (since work is a means of achieving personal 
independence), it may be ventured that, with job oppor- 
tunity not in doubt, the supply of labor would be relatively 
stable so far as concerns the eflFect of any probable change 
in income distribution thereafter. 

This conclusion is suggested in part because the question 
whether the individual will be in the market for work de- 
pends on other factors besides financial necessity. Such so- 
cial considerations as education policy, retirement policy, 
and public opinion are certainly likely to play a very promi- 
nent part in deciding this question. Again, hourly standards 
and vacation rules covering entire industries are likely to 
be more decisive so far as concerns the hours of work put in 
than a strict, individual balancing of the marginal utilities 
of goods and leisure at the given level of individual in- 
come. The same conclusion, that probable changes in in- 
come distribution would hardly alter the amount of volun- 
tary unemployment very greatly, is also suggested because 
the changed financial necessities of different individuals 
would have a tendency to offset one another. Greater 
equality of incomes, for example, might be expected to add 
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some new workers who had formerly lived comfortably 
enough in idleness, and at the same time to reduce some- 
what the number of applicants for jobs from poorer 
families. 

In addition to these repercussions in both directions on 
voluntary unemployment, as well as on the amount of time 
voluntarily put in by those working, and hence on the 
amount of employment constituting full employment, a 
change in relative incomes might incidentally aflFect to 
some extent the relative labor supply in different lines of 
activity — ^greater equality reducing somewhat, let us sup- 
pose, the supply of unskilled labor, while adding to the 
number engaged in office work and the professions. But 
that, insofar as it was the case, would merely be a further 
way in which optimum allocation would be affected. 

Other Aspects of “Optimum Allocation” 

The question of income distribution receives the largest 
share of attention in this chapter because of its basic impor- 
tance for any theory of maximum welfare. But the prob- 
lem of finding the best formula for the utilization of scarce 
resources in society has a number of other striking aspects. 

One of the most significant of these has to do with what 
may broadly be called the overhead costs of any particular 
economic system. This is of notable importance in connec- 
tion with planned production. It is often said that a system 
of planned production necessarily requires a far larger and 
more top-heavy bureaucratic apparatus to administer it 
than does a more decentralized market economy. If this 
can be demonstrated conclusively, then it will have to be 
admitted that, so far as concerns this factor considered in 
isolation, the former type of arrangement is certainly 
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wasteful in a direct and plainly visible sense and probably 
responsible for insidious, indirect waste in addition. For in 
the first place, then, extra effort will always be allocated in 
such an economy to the function of merely keeping the 
wheels of production moving; that is, an extra number of 
administrative functionaries will always be needed. And — 
perhaps more important still — the wheels may move less 
steadily and well even so, the administrators also dragging 
down society’s return per unit of effort expended by caus- 
ing the individual production management to lose ini- 
tiative. 

With this should be bracketed the question of the gen- 
eral attitude of the whole population toward its work. The 
production system is not a mechanism creating simply a 
quantity of goods and services for society’s use. Rather it is 
a mechanism creating a joint product — ^in the first place 
goods and services, and in the second place, the less tan- 
gible satisfactions or dissatisfactions resulting from real 
freedom of choice of occupations, or the lack of it, and 
from the process of work itself. There may be no physical 
unit available for measuring rewards and sacrifices of the 
latter kind — ^that is to say in the short run, before the out- 
put of goods and services itself is unmistakably affected by 
abundance or lack of trained talent and by the spirit of en- 
thusiasm or apathy prevailing generally. Yet it is obvious 
that, if any system denies opportunity to part of the popu- 
lation, or any set of worker-manager relationships makes 
work meaningless and distasteful by causing the worker to 
become a scarcely animate cog in a vast machine whose 
operation he cannot at all control, then the economy that 
thwarts individual development or causes those relation- 
ships to appear as a by-product can never approximate op- 
timum allocation of effort. (In the long run it may even 
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fail to maintain the popidation.) Stating this idea differ- 
ently — ^the “methods” as well as the “results” (physical 
output) of production need to be suited to the demand. On 
this score, since it is sometimes charged that production for 
market develops a fundamental cleavage between workers 
and managers that can be avoided under production plan- 
ning, the burden of proof, or disproof, is perhaps on those 
who speak for the former way of doing things. 

Thus far only indirect reference has been made to the 
fact that the manner in which effort is allocated at a given 
time has subsequent as well as immediate effects. But that 
of course is one of the most crucial considerations. Con- 
servation of the nation’s natural resources is fundamental. 
It is of the highest importance that economic arrangements 
be so conceived as to encourage invention and improve- 
ment, so that society’s real income may rise as rapidly as 
possible over the course of the years. And the fact that sav- 
ing or capital formation as a physical process affects the 
distribution of this real income through time, diminishing 
present returns (if full employment exists to begin with) 
in order to expand returns later on, makes it necessary in 
the interest of maximization of satisfactions, assuming 
again a high valuation for democratic procedure, that the 
general public control the rate of social saving as well as 
the kinds of final output produced. 

Common sense suggests, incidentally, that we should 
guard against taking an academically narrow view of how 
control by the general public can best be made effective. 
That would be to confuse ends and means. For example, it 
may in general be best to use the familiar procedure 
wherein the consumer “votes” with his money income, by 
disposing of the latter exactly as he personally sees fit. 
Nevertheless, it will not follow that popular “sovereignty” 
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over production can in every case be registered effectively 
by means of individual price offers, as opposed to collec- 
tive decision; i.e., this will not even follow in all those 
cases in which it seems preferable to retain the element of 
personal selection to the extent of having the final payment 
for goods or services made by individual consumers rather 
than out of tax revenues. In certain respects the individual 
is not able to look after his own satisfactions (or, as some 
may prefer to put it, his own welfare). In others, there are 
striking differences between social and private returns or 
between social and private costs, and, if the general wel- 
fare is not to be sacrificed, the composite will must take 
precedence over the individual will. 

It seems useful and in accordance with all our 'traditions 
to suppose that the individual is the best judge of his own 
needs, exceft where the contrary can be demonstrated. But 
the market place, of course, only permits the individual to 
choose from among the goods and services that are actually 
being produced. In other words, the market procedure is 
subject to a certain fundamental difficulty transcending the 
question of incorrect — ^in the sense of improfitable — antici- 
pations of market demand, such as are often bound to oc- 
cur.® Once resources have been allocated to production, 
alternative uses of those resources for that time period are 
forever excluded, so that no “control” (in the scientist’s 
sense) can exist to verify the ultimate suitability of that al- 
location. If money sufficient to cover costs is spent for the 

3. And transcending, further, the possibility of multiple solutions to the 
equations expressing the working of a market economy. That is, it has been 
argued rather convincingly that there may be not merely one but several 
proportions among existing products each of which may be said to yield 
a maximum of satisfaction in relation to a given distribution of income. 
See, e.g., A. C. Pigou, The Economics of Welfare (4th ed., London, Mac- 
millan & Co., Ltd., 1932), pp. 139-141. 
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resulting products, that does not demonstrate that even 
more might not have been spent for products that have 
not been offered. 

The practical conclusion is that, in the case of some ordi- 
nary consumer needs, the results obtained when a larger 
group, or organized society itself, specifies what is wanted, 
and orders or plans the output collectively, are bound to 
conform more closely to consumer desires than the results 
obtained by the method of atomistic price offers distributed 
among the various products actually on the market. For in- 
stance, many if not most families are likely to be without 
adequate housing, medical service, and recreation facilities 
altogether if the problem of meeting these basic require- 
ments i^ not tackled in cooperative or collective fashion. 
Furthermore, individual choice can be more of a burden 
than a privilege where the individual is primarily inter- 
ested in standards of quality rather than in variety, lacks 
the information necessary to distinguish properly between 
alternative offerings (in some or all of which indeed poor 
quality may represent a deliberate production policy de- 
signed to bring a quick resale), and if unassisted by esqjert 
opinion or protective legislation falls prey to inaccurate 
advertising or the dictates of convention. This applies to 
food and drugs and to household appliances, for example, 
as disinterested investigators of quality standards in con- 
sumer goods have repeatedly demonstrated. 

There is always, moreover, a social interest that not only 
limits individual freedom of action (as in matters of sani- 
tation and public health generally) but also asserts certain 
positive claims to which the individual is bound to bow, 
claims designed to promote communal satisfactions of one 
kind or another (including national safety itself, which re- 
quires adequate measures of defense). This derived power 
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can also be abused — as can be, for that matter, the power 
to influence consumer demand by means of govermnent 
propaganda — ^but that does not alter the fact that its exer- 
cise is essential in some spheres and may be found desirable 
in others. 

As will be shown in Chapter VII, a good case can be 
made for having the rate of capital formation or social sav- 
ing determined by conscious social action rather than 
“spontaneously.” 

Certainly when it comes to specifying the amount of 
frictional unemployment to be regarded as normal there is 
no question but that the population through elected rep- 
resentatives should make the final decision, inasmuch as the 
costs of unemployment are unmistakably social co§ts rather 
than costs of individual enterprise. This consideration, 
taken together with the aforesaid limited effect upon the 
amount of voluntary unemployment to be expected from 
changes in income distribution, explains why full employ- 
ment may for practical purposes be treated as a relatively 
simple and definite concept. 

The various aspects of the optimum-allocation question 
selected for notice in this chapter are certainly all familiar 
enough. It will bear repeating, however, that the question 
itself is highly complex, because its elements not only add 
up but also interact with one another in subtle ways. It 
must constantly be borne in mind that, if we are really pre- 
suming to ask how the satisfaction derived from a given 
expenditure of effort can be maximized, it is essential to 
deal with the problem in its entirety. 

But the optimum-allocation problem does not have to be 
solved as a prerequisite for solving the fuU-employment 
problem. On the contrary, full employment may involve 
any conceivable degree of efficiency or inefficiency in the 
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Utilization of human energy. In abolishing unemployment, 
it is only reasonable at the same time to remove the most 
notorious distortions in allocation — ^those that arise from 
extreme inequalities of income in general and those con- 
nected with specific deficits in such essentials as housing. 
But, for the rest, society might as well regard allocation 
as a perennial problem. Not so with full employment, the 
conditions for which can be established once and for all. 

Let us now consider the nature of these conditions. At 
this point we take leave of preliminary discussion and ap- 
proach the heart of the full-employment problem. 




Part Two 

The Alternative Approaches 




Chapter III 

Planned Production and Production 
for Market 


I F we want to know what determines the total amount 
of employment in a given economic system, we must 
ask ourselves first of all how the scale of employment 
of the individual concern or production unit’' is decided. 
The activity of the system as a whole is of course the sum 
of the activities of its constituent parts. We must therefore 
understand the principles on which the constituent parts 
come into existence and operate, if we are to deal satisfac- 
torily with their operation in the aggregate. 

Experience shows that, in the modern world, techno- 
logical progress makes the volume of production an unre- 
liable index of the volume of employment over extended 
'periods of time. Figures cited in the introductory chapter 
pro'vide a partial estimate of the extent to which the latter 
has fallen behind the former over the last decade, and later 
on attention 'will be given to considering the way in which 
this particular factor of technological progress conditions 
the policies capable of assuring permanent full employ- 
ment. On the other hand, at any given point in time it is 

I. As is customary in economic discussion, “production” will herein be 
used in its broadest sense — ^thus including*, for example, transportation and 
all kind-v of miscellaneous services. According to the National Resources 
Committee there were between lo and 12 million producing units in the 
United States in 1937 (farms alone numbering close to 7 million, and gov- 
ernment incidentally accounting for nearly 20,000 units), some 90 per 
cent of the total number employing only one to five persons 5 Structure of 
the American Economy ^ Pt. I, p. 99. 
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evident that the amount of employment does depend on 
the amoimt of production} that is to say, expanded produc- 
tion involves greater employment — although not necessa- 
rily in proportion — and workers are laid off when produc- 
tion contracts. Let us therefore for the present simplify 
the problem of exposition by concentrating on the way in 
which the scale of p'oduction of the individual xmit may be 
determined. 

A considerable number of different procedures might be 
distinguished. In the United States today a manufacturer 
is likely to set his own selling price and then produce the 
output that demand will take at that price. Here the sell- 
ing price, which is intended to recover costs of production, 
costs of selling, and a normal profit or better, is established 
in the first place with more or less direct reference to the 
prices charged by other businessmen in the same and re- 
lated markets — ^the largest producers of a commodity often 
exercising price leadership, although outright price-fixing 
agreements are legally hazardous and doubtless rather 
rare. Or a group of producers may act in concert — some- 
times on an international scale — ^to fix the volume of the 
output to be marketed. In that case demand comes into 
play by settling the price at which this predetermined out- 
put can be sold. Basic raw materials are particularly liable 
to this treatment, an instance being provided by the farm- 
output restriction schemes under the A.A.A. More gen- 
erally, a farmer, considering that the price of his crops is 
beyond his control, can be expected to produce as much as 
he is able without incurring obviously disproportionate 
costs — or, in the case of a regulated crop, exceeding his mar- 
ketable quota. A retailer may be committed to maintaining 
some or all of his sales prices a specified amount above 
listed wholesale or factory prices, with local consumer de- 
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mand, very largely influenced by brand-name advertising, 
determining the character and volume of sales. A public 
utility will fix its rates under the surveillance of a federal 
or state regulatory commission, and provide service suffi- 
cient to satisfy the demand at the rates thus established. 
A public construction job will be planned and executed on 
the basis of the supposed need for or desirability of the 
bridge, parkway, airport, or other project in question. And 
so on. 


Alternative Principles of Output Determination 

But in spite of the real dissimilarities in procedure that 
come into view when we survey the whole field of produc- 
tion, it is advantageous, from the standpoint of the present 
inquiry, to set up a relatively simple scheme of classifica- 
tion. In fact it is convenient to say that the scale of output 
of the individual economic unit always has been and always 
must be in future determined in accordance with one or 
the other of two principles — ^in the first place, the principle 
of production for market, and alternatively, the principle 
of production planning. Since these terms have no abso- 
lutely fixed usage, it must be explained what they signify 
in this book.* The distinction involved provides a useful 

2, The writer anticipates that some “planners” will quarrel with his 
definitions (given in the following pages) on the ground that the distinc- 
tion drawn is not calculated to emphasize sufficiently the merits of plan- 
ning, If this anticipation proves correct, he must ask their indulgence. He 
feels sure that planning is necessary, whether it be production planning or 
planning of the monetary circulation — or both together, in due proportion. 
But little is gained by using words vaguely. Is planning intended to have 
decisive infiuence? Then it must carry with it effective control over the 
thing planned. (This is not to disparage the advantages of having experts 
draw up plans and act in a purely advisory capacity. But, after all, such 
procedure will not solve the major problem of production volume.) If 
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frame in which to develop the subsequent argument, even 
though it is neither necessary nor possible to deny that — as 
in most other schemes of classification also — certain actual 
cases appear to straddle the line of demarcation as drawn. 

By production for market is meant the general principle 
under which a production unit proceeds when its scale of 
output is decided on the basis of a balancing of its own 
(anticipated) costs and (anticipated) returns at alternative 
possible levels of output. (The fact that a given production 
decision is characteristically made before money is either 
spent to carry it out or received in payment for the result- 
ing product necessarily concentrates attention on antici- 
pated rather than realized expenditures and revenues.)® 
On the other hand, where the scale of output of a produc- 
tion unit depends on some sort of social balancing of costs 

planning is to involve effective control, what is the thing to be directly 
planned and controlled? Is this thing production itself? If so, the writer 
believes “production planning” or “planned production” is the best de- 
scriptive term available. If not, then it seems advisable to say that the tra- 
dition of production for market is being upheld 

3. Since the future is unknown, the businessman tries to obtain guidance 
from past expenence so far as possible, and doubtless at times is unduly 
slow to recognize changes looming ahead. But that his scale of operations 
is not dependent on profits or losses already realized, except as these are also 
believed to provide a reliable index of profits or losses in the future, is ob- 
vious to common sense and at least roughly verifiable from the statistical 
record. For example, the Reserve Board^s adjusted index of iron and steel 
production fell precipitately from 142 in August, 1937, to 46 in June, 
1938, although steel profits were much higher in the spring and summer 
of 1937 than a year previously, when production ranged between 83 and 
120. (According to the Monthly Review of Credit and Business Conditions 
of the Federal Reserve Bank of New York, issues of September and De- 
cember, 1937, total net profits of 14 steel companies were 12 1.4 and 163.5 
million dollars for the first six and first nine months of 1937 respectively, 
as against 37.8 and 61.9 millions for corresponding periods in 1936.) In- 
dustrial production generally, after a less striking rise in profits, fell from 
1 17 in August, 1937, to 76 the following spring (according to the latest 
revised series, from 120 to 80). 
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and returns, or at any rate on a balancing of costs and re- 
turns from a point of view not dictated by the accounts of 
the production unit, or group of production units asso- 
ciated for marketing purposes, that will be taken as exem- 
plifying the principle of production planning or plaimed 
production. 

The most obvious case of production for market is the 
privately owned and operated concern whose output policy 
is determined solely by considerations of maximum profit, 
and the most obvious case of planned production is the 
governmental activity entirely supported from the general 
budget. But planned production does not necessarily ex- 
clude the defraying of costs of production by means of spe- 
cial fees ^as where the owners of property fronting on a 
given street are assessed to pay for a new street pavement), 
or through sale to consumers or to other production units 
of the goods produced or services rendered (for example, 
water or electricity brought to a region expressly as a mat- 
ter of public policy, or the use of the Holland Tunnel out 
of New York City). Nor does it necessarily involve gov- 
ernment finance at all} for simplidty in discussing the 
means for maintaining full employment it seems best to 
concentrate upon activities where that is in fact the case, 
but it should be recognized that there are numerous in- 
stances of planned production supported by private dona- 
tions, the activities of charitable organizations furnishing 
here the clearest examples. On the other hand, turning to 
production for market, this is not necessarily synonymous 
with production for profit, as we shall see in a moment. 

The point to be emphasized is that the distinction here 
drawn rests on whether the reason for a given act of pro- 
duction derives from the production imit’s own objectives 
in a financial or accounting sense or whether it derives 



yo Full Employment 

from elsewhere. If an economic unit produces a certain out- 
put hecmse production on that scale is expected to satisfy 
the accounting requirements applying in that case (whethei 
these be maximum profit, zero profit, or even some par- 
ticular relationship between cost and sales price that neces- 
sarily results in loss), that will be regarded as production 
for market. If, by contrast, it produces this output “foi 
use” — ^i.e., because the output itself or the act of producing 
it is believed to be inherently valuable (the output or the 
employment being simply “needed”), that will be con- 
sidered planned production, even though the output may 
as It turns out pay for itself or conceivably yield a profit. 

The N.R.A. experiment has often been called a partial 
blueprint for planning, under the aegis of business itself — 
as in some senses it was, particularly where the codes con- 
tained provisions for production control, such as restric- 
tions on installation of new machinery or increase in plant 
capacity, limitations on hours of machine or plant opera- 
tion, or allotment of production quotas. But from the 
standpoint adopted here production under these codes was 
production for market, not planned production. For since 
the quotas, etc., imposed limits, in the interest of profit, 
rather than requirements, in the interest of creating a par- 
ticular quantity of products regarded as socially necessary, 
the planning may generally speaking be said to have re- 
ferred to non-production rather than to production — a char- 
acteristic shared by many other less formal output restric- 
tion agreements among producers in various times and 
places. 

There are undoubtedly real borderline cases — for ex- 
ample, postal service and certain publicly operated electric 
power and transportation systems — ^in which social policy 
dictates the original establishment or acquisition of the 
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plant or facilities as a whole but the volume of service ren- 
dered and hence the size of the variable cost incurred neces- 
sarily depend on the capacity of the market to absorb that 
service at rates presumed to be high enough to avoid a 
deficit. Probably these cases are best classed under planned 
production so long as, when rate policy is under discussion, 
the desirability of making the service generally available 
is viewed as being of greater importance than strictly finan- 
cial considerations. But in any event it is of no significance 
for the present argument how such debatable situations 
may be viewed. 

Since a narrower interpretation is often placed upon the 
term production for market than the one suggested above, 
it will pay us to examine this category more closely. Under 
production for market some particular level of output 
promises to be more suitable than any other, in the sense 
that prospective sales proceeds stand in such relation to 
prospective financial costs as to make that much produc- 
tion, but not a larger amount, desirable, and this then will 
be the actual level of output. But “desirable,” in the pres- 
ent context, may have several diflFerent meanings. Under 
laissez faire it is practically always a maximization of profit 
that is sought. Nothing is more familiar than the fact that 
in the business world production will not take place at all 
unless it can be shown to pay (that is, to be likely to pay), 
and if production does take place it will not be pushed 
beyond the point at which, in prospect, it ceases to pay. 
However, while this may adequately cover most cases, in 
production for market as here defined the criterion to 
which appeal is had in deciding how much output is deabr- 
able may also be something other than maximum profit — ■ 
either because the production managers do not want to 
maximize profit or because as a matter of public policy they 
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are prevented from doing so by the imposition of certain 
rules that act to limit the amount of profit possible. 

Consider, in the first place, consumer cooperatives. It is 
a fixed principle of the increasingly important cooperative 
movement to avoid deficits but at the same time not to re- 
tain any profits, distributing them instead to purchasers in 
proportion to the value of goods and services bought. “If 
your books show a profit they’re wrong.”* Yet at the same 
time it is clear that goods are produced and sold by coop- 
eratives strictly in accordance with business or market prin- 
ciples. Indeed it is to this fact that cooperation owes much 
of the success and social power it has attained in northern 
Europe, a success and power that its adherents hc^e to see 
duplicated in this country. 

The cooperative movement aside, the question whether 
or not production for market is geared to the wheel of 
maximum profit primarily depends on whether or not or- 
ganized society sees fit to interfere by imposing some form 
of regulation, and this in turn largely turns on the presence 
or absence of competition in the industry in question. 

Monopolistic Production 

In normal cases of pure competition (in most kinds of 
farming, for example), where the individual producer can 
safely assume that variations in his own scale of production 
will not affect the selling price prevailing in the market 
one way or the other, he may ordinarily be expected, of 
his own accord, in the process of seeking as much profit as 
possible, to produce up to the point where the cost of sup- 
plying additional units begins to exceed the given price. 

4. Quoted from the magazine, Comitmers’ Cobferation (May, 1940), 
p. 69. 
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The buyer thus pays what the final unit costs to produce, so 
that neither too much nor too little eflFort is allocated to the 
branch of production in question, at least so far as the exist- 
ing income distribution provides a standard of reference. 
Moreover, any unusual profit (traceable to excess of mar- 
ginal — ^i.e., final unit — cost over average cost) soon tends 
to eliminate itself by bringing additional competitors into 
the field and thus lowering prices. Here if anywhere the 
classic arguments for laissez faire have application. 

Where an element of monopoly enters into the compe- 
tition, new problems arise.' Here the individual producer’s 
sales can be expanded only by a lowering of the price, and 
the calculations of a businessman aiming to maximize profit 
are complicated by the necessity of trying to allow cor- 
rectly for this factor.® Since an expansion of sales will ne- 
cessitate a lowering of the price received for each unit pro- 
duced and sold, the net addition to monetary receipts, i.e., 
“marginal revenue,” will be reduced by the loss of part of 
the possible selling price on the “earlier” units, and there- 
fore marginal revenue rather than a given price is the 
index watched by the producer in these circumstances. Ad- 
vertising and other selling expenses introduce additional 
complications for the producer (as well as further prob- 
lems for society), because they affect the demand as well 
as the costs, but they do not alter this general conclusion. 

Thus, even though the original establishment of a mo- 
nopoly or partial monopoly of large size may often make 
possible the introduction of cost-saving procedures and by 

5. For a detailed account of the theoretical issues here briefly touched 
upon the reader is referred to Edward Chamberlin, The Theory of Mo^ 
nofoUstic Competition, 

6, In the graphs that economists use as a visual aid, the demand curve 
for his product is seen to have a downward slope, whereas under pure com- 
petition this curve is to all intents and purposes perfectly level. 
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reason of that fact may materially advance the efficiency of 
production, the day-to-day operation of the monopoly ele- 
ment in business enterprise nevertheless invites an uneco- 
nomic allocation of society’s efforts, with the output of 
each monopolistic unit held below the level required for a 
maximization of satisfactions, relative to the existing struc- 
ture of effective demand. For since production tends to 
stop at a point where marginal cost, equating with mar- 
ginal revenue, is smaller than the selling price, the buyer 
pays more than the final unit costs to produce. Hence if fac- 
tors of production could be transferred from some purely 
competitive field — ^where price and marginal cost are equal 
— ^to one of these monopolistic fields, there would be a gain 
all round. The reasoning here is difficult, but economists 
do not doubt this general conclusion. Suppose, for ex- 
ample, production and sales of beans were reduced by 
$10,000, and production and sales of cement increased by 
the same amount. No buyers would be worse off than be- 
fore, buyers having placed the same valuation on the ce- 
ment as on the beans, while someone would necessarily be 
better off than before (assuming no unemployment diffi- 
culty), since because of the lower marginal cost of mo- 
nopolistically produced cement certain factors of produc- 
tion would be left over to produce, say, something pre- 
viously not produced at all. This would continue to be the 
case until expanded production of cement (and, to be 
strictly accurate, reduced production of beans) had closed 
the gap between its marginal cost and its selling price by 
raising the former or lowering the latter or both. 

This principle applies to some extent to the extremely 
common and indeed very likely predominant phenomenon 
of “monopolistic competition,” in which there may be 
many rival sellers but their products (various brands of 
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canned goods, cosmetics, clothes, etc.) are somewhat differ- 
entiated, or thought to be, or in which rival sellers (such 
as retail stores) render distinguishably different services in 
connection with supplying the same products. Naturally it 
also holds good in those other cases of imperfect competi- 
tion where the sellers of a given uniform commodity are 
few in number (oligopoly or monopoly proper). In other 
words, it applies throughout the range of production where 
“administered” prices rather than freely competitive prices 
prevail. However, the cost of imposing regulations such as 
would force an expansion of output of the ordinary “mo- 
nopolistically competitive” unit would be apt to outweigh 
the cost saving from the resulting elimination of excessive 
differentiation and excessively numerous rivals. It there- 
fore seems probable that in any market economy these typi- 
cal units, like those operating under pure competition, will 
continue with general approval to try to make as much 
profit, consistent with legitimate competitive practices, as 
they can. This profit will not be an abnormal amount for 
any long period of time, because the field can always be in- 
vaded by new enterprises. 

But theory and practice agree in indicating that the same 
cannot be said for monopolies as monopolies are thought of 
by the average person. If a producer has true monopoly 
power, which enables him to exclude rivals from his field, 
he may in the absence of regulation make an adjustment 
of his scale of production yielding him abnormally large 
profits year in and year out. Evidently he will commonly 
quote a price rather than announce that he has a certain 
number of units to sell (although this practice may some- 
times be reversed), so that in most instances it is strictly 
speaking price rather than volume that is fixed directly, 
and price exactions rather than volume restrictions that 
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figure in the popular outcry against monopoly. But in any 
event both tactics reach the same result. A monopolist may 
further find it to his advantage to adopt a price policy that 
discriminates between different classes of buyers of his 
product. That, however, is rather a refinement of the pro- 
cedure just described than a departure from it. 

When effective monopolies have arisen in fields where, 
by the very nature of the production situation, no success 
could attend the effort to restore intraindustry competition, 
society has taken steps to prevent the fleecing of the mo- 
nopolies’ customers by imposing systems of regulation, 
especially price regulation. Naturally, when a price is sub- 
ject to external control, the regulating authority interferes 
to that extent with the monopoly enterprise’s power to ob- 
tain a maximum profit. This happens, for example, in the 
case of electric light and power rates. Yet the output sold 
is still limited by the ability and willingness of users of 
current to meet the established charges, which are based on 
costs in a sense acceptable to the regulatory commission and 
the courts. In other words, it seems proper to say that the 
volume of service rendered by the electric utilities still de- 
pends, in spite of regulation (that is, in spite of interfer- 
ence with spontaneous efforts to maximize profit), on a 
market calculation. That is essentially the situation in the 
fields of transportation and communication as well. 

What regulation has already accomplished, taken to- 
gether with the shortcomings it has revealed, suggests a 
theoretical speculation that will emphasize the point under 
discussion. Circumstances might arise in which government 
would modify present procedure and adopt the rule that 
all monopoly enterprises — ^that is, all enterprises with cer- 
tain standard characteristics causing them to be registered 
and known as monopolies — should produce up to the point 
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where marginal cost was equal to selling price. We are 
not here concerned with the mechanics by which such a 
rule might be administered, although attention may be 
called to the possibility that, by means of some scheme im- 
der which managerial remuneration was made to vary with 
output,’^ the self-interest of business management might be 
linked to the effective realization of this principle designed 
to simulate in a most important respect the results charac- 
teristic of pure competition. A rule of this kind would 
shrink the monopolies’ profits, since production of the 
‘‘later” units would take place at a net sacrifice of revenue. 
Indeed to many of them — operating, in the existing state 
of demand for their services, under decreasing costs — ^it 
would inevitably bring overall losses, so that subsidies 
would have to be given to keep them solvent. But the point 
is that production under such a rule would necessitate a 
comparison of the individual economic unit’s costs and re- 
turns at alternative levels of output, and therefore would 
still constitute production for market as herein defined. 

This discussion has dealt cavalierly with the concept of 
financial cost. It must be admitted at once that here is a 
problem of measurement that presents both practical and 
theoretical difficulties, above all because of the fact that 
fixed equipment, etc., is expected to pay for itself over a 
period of time rather than immediately. All sorts of ways 
of treating fixed or supplementary costs, in contradistinc- 
tion to variable or prime costs, are possible, and all sorts of 
accounting practice are in fact followed in reckoning just 
what financial cost it is that must be recovered from sales 
proceeds at any given time before “profit” begins to ap- 

7. The scheme would also require standardized costing to clarify the 
meaning of marginal cost, thus serving to identify and prevent excessive ex- 
pansion of output. 
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pear. Fortunately, however, these perplejdties lie outside 
the range of the present discussion. Even if there is no uni- 
formity about the way in which diflFerent businessmen 
reckon their costs, all of them in producing for the market 
do balance their prospective receipts against what they con- 
sider to be the relevant costs, and that is what concerns us 
in this place. 

Production for Market Contrasted with 
Laissez Faire 

To recapitulate — ^production for market is not defined 
herein in a way that makes it synonymous with production 
imder conditions of laissez faire. While such a definition 
might be suitable for other purposes, in this discussion the 
line of demarcation between production for market and 
production planning is made to lie elsewhere, so as to dis- 
tinguish cases in which the scale of output of the individual 
unit is decided as part of a larger plan from cases in which 
it is decided on the basis of a comparison of the unit’s own 
costs and returns, either with or without reference to speci- 
fications imposed from outside. For example, the afore- 
mentioned rule calling for the equating of marginal cost 
with price would serve the purposes of society seeking a 
judicious allocation of its resources, rather than the pur- 
poses of the individual profit-making concern, but it would 
nevertheless make the decision as to scale of output depend 
on conditions of costs and returns specific to the concern in 
question. This scheme of classification seems to have defi- 
nite functional value, since it separates procedure in which 
the responsibility for production decisions can be, and ob- 
viously will be, decentralized to the individual production 
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units from procedure in which the responsibility for these 
decisions is drawn into a central nexus. 

It is possibly worth noting that, in theory, production de- 
cisions might be made centrally even in a system of pro- 
duction for market. The locus of responsibility for a judg- 
ment is not the same thing as the criterion on which the 
judgment is based. That is to say, it is not logically impos- 
sible for the cost-revenue comparisons governing the indi- 
vidual unit to be made by a central agency, equipped with 
demand and cost statistics, rather than by the unit’s own 
management.® As a practical matter, however, this possi- 
bility is not of much significance — except perhaps in the 
modified form to be considered in a moment. For it would 
evidently mean sacrificing the benefits of decentralized ini- 
tiative, without gaining in return the simplification sup- 
posed to be associated with production planning. After all, 
the main social advantage on the side of production for 
market is exactly the fact that it permits the widest pos- 
sible diffusion of responsibility for the necessary decisions 
as to what and how much is to be produced by the indi- 
vidual concern. This indeed — and not the alleged impossi- 
bility of allocating resources rationally in a system of pro- 
duction planning — ^is the heart of the argument for pro- 
duction for market. 

But one point deserves to be emphasized. The distinc- 

8. In recent years the argument about “market sociedism?^ has sometimes 
touched on this point. Several prominent adverse critics of such a system 
have adopted the assumption that any attempt to give it a “rational cal- 
culus” to govern the allocation of its resources must involve this kind of 
procedure, and have stressed the fact that the solution of an almost infinite 
number of simultaneous equations by a governmental agency would be a 
physically overwhelming task. See F. A. von Hayek, in Collectimst Economic 
* Planning (London, George Routledge & Sons, Ltd, 1935), p. 212; and 
Lionel Robbins, The Great Degression (London, Macmillan & Co , Ltd., 
1934), p. 151- 
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tion drawn between production for market and production 
planning is not intended to set up barriers between them 
that are in any way artificial. These two procedures have 
hitherto certainly seemed somewhat remote from each 
other in practice, for the very good reason that they have 
expressed strikingly difFerent philosophies about society 
held at different times and by different interest groups. It 
is perfectly possible that the dividing line between them 
will also remain clear in future. But on the other hand we 
should not lose sight of the fact that, at least in theory, the 
market principle and the planning principle ultimately 
converge upon each other. 

Production planning expresses a deliberate choice as be- 
tween or among all the various combinations of ways in 
which society’s resources might be allocated and used in 
production. Certain economic activities are held to be worth 
while, others not. That is, certain kinds of production are 
considered to be worth the costs involved, and others to 
cost more than they are worth. Obviously, unless some 
mechanism is developed for comparing different costs, and 
different returns, and hence costs with returns, production 
planning can fulfill its own purposes only somewhat arbi- 
trarily and roughly. 

Hence it is possible to imagine a system of production 
planning in which the national plans would represent in 
large part merely a succession of consolidated statements 
giving publicity to production decisions arrived at, as it 
were, atomisticaUy. That is, they would embody decisions 
arrived at, either by the various production managements 
separately, or by a central planning organization through 
a manipulation of the cost and returns probabilities apply- 
ing to the many separate production vmits — a somewhat 
rough-and-ready approximation of the procedure alluded 
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to a moment ago. Thus the results given by production 
planning, as the latter was made subject to more and more 
precise analyses of costs over against returns, would begin 
to draw near to the results given by production for market, 
supposing the individual producer’s market decisions to be 
based on a more and more accurate knowledge of what 
other producers were doing. 

Carry this process of convergence far enough from 
either end, and we arrive at a place where the difference in 
the results obtained under one principle and under the 
other would represent just the difference between the costs 
(or the returns) of particular acts of production when 
viewed socially and when viewed privately. 

It is in* the social interest to do certain things that the 
individual enterprise would never find it worth while to 
do, and it is in the social interest to prohibit the doing of 
certain things that the individual might find commercially 
profitable. The same principle applies where it is not a 
simple question of doing something or leaving it undone 
altogether. On the one hand, we have familiar instances 
in which social costs are greater than the expenses actually 
borne by the enterprise that causes those costs to be in- 
curred. A saloon will not necessarily have to pay for the 
extra police and, perhaps, alcoholic ward expense it occa- 
sions. The smoke from a factory causes damage to health 
and property, almost never charged as a cost to the com- 
pany operating the factory. And so onj examples could 
readily be multiplied. On the other hand, a farmer who 
drains his land may confer a benefit on the land of his 
neighbor, or on the community generally, for which he 
personally receives no compensation to offset against the 
expense that he has incurred Similarly, when a manufec- 
turer sets up his business he may sometimes bring into 



82 Ftdl Emfloyment 

existence certain so-called external economies in producing 
or marketing that redound to the advantage of others in 
the locality besides himself.® 

Even this difference between the results of production 
for market and production planning could in theory be 
obliterated. Under the planning principle, discrepancies 
between private and social costs (or, on the other hand, re- 
turns) are necessarily taken into accoimt in some fashion 
or other — consciously or unconsciously. To attempt to 
evaluate them all accurately would be a hopeless, and in 
every sense imeconomical, undertaking. Assuming, how- 
ever, that the discrepancies that appeared to be of practical 
consequence had been estimated approximately in terms of 
monetary value, it would become possible to take account 
of them and yet retain production for market. Some public 
agency, that is, would compute the monetary values of 
these discrepancies and assign them as additional costs or 
as cost reductions (i.e., as special taxes or special subsidies) 
to the particular production units concerned. Furthermore, 
this method is evidently one that society could use, and has 
used, for taxing some activities wholly out of existence 
and for newly creating others — although when an activity 
is supported altogether from the budget, it would be rather 
fantastic to describe that as subsidization under the market 
principle rather than as planned allocation of funds and re- 
sources. 

The above may be restated in summary form. There is 
no logical reason why production planning may not be 
largely based upon, or adapted to, highly refined statisti- 
cal evidence expressing the state of individual consumer 

9. One of the best-known discussions of this problem of private vs. so- 
cial net products is in Pi^ou, Economics of Welfare^ see esp. Pt. II, chaps, 
ix-xi (4th ed.) . 
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demand on the one hand and the opport^xnity costs of pro- 
ductive resources — ^i.e., their values if applied to alterna- 
tive uses — on the other. (If it slavishly reflected the re- 
sults that would be given by spontaneous atomistic action, 
however, a system of central planning would become a re- 
dundant mechanism.) The two principles can also interlock 
in the reverse manner} that is, central planning can where 
necessary contribute to the data, on the basis of which indi- 
vidual market decisions are taken, the necessary evaluations 
of differences between private and social costs, or private 
and social revenues. 

Two Types of Economic System 

So much for the principles of production for market and 
production planning as such. These two principles are not 
inevitably separate and distinct, as has been shown, but at 
the same time, as a practical matter and under present con- 
ditions, the difference is dear enough to warrant treating 
them as direct alternatives, at least for the individual unit 
of economic activity. Let us now proceed to examine the 
different ways in which economic units fit together to form 
aggregations of units, or economic systems. 

Theoretically it might seem possible for an economic 
system to organize its activities all on the principle of pro- 
duction for market, or partly on this prindple and partly 
on the principle of production planning, or all on a produc- 
tion-plaiming basis. In the abstract, those are the available 
alternatives. 

However, a consistent or universal application of the 
market principle to production is not really conceivable. 
Public education and military defense, for example, fall 
in the category of planned production, as do governmental 
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activities generally, since the scale on which they are car- 
ried on is not as a rule determined by means of a balancing 
of the revenues and expenses immediately involved. In- 
deed, a goverrunent not directly planning any economic ac- 
tivities may be said to be a contradiction in terms. Of covirse 
it is always possible to maintain that, formally speaking, 
government itself steps into the place of the consumer or 
purchaser when it allocates any funds from the budget. 
The funds thus allocated then become the sales proceeds of 
the organizations or departments producing the legislation, 
defense, justice, etc., under consideration, and the organi- 
zations or departments in question go ahead up to the point 
where their costs are equal to these sales proceeds. But 
there is nothing to be gained by torturing langua'^e in this 
manner. It is far more straightforward and reasonable to 
say that every economy is bound to contain certain highly 
important elements of outright production planning. 

The question then arises whether it is possible for a sys- 
tem to go all the way to the nonmarket extreme and oper- 
ate entirely on the basis of production planning — “begin- 
ning with the number of hectares of wheat and down to the 
last button for a vest,” as Trotsky put it in one of his at- 
tacks upon Stalin.^® 

This question is perhaps not quite so easy to answer. It 
does seem possible to conceive at least of having a system 
of universal production planning — a system in which the 
exchanged or marketed output of every separate farm, 
every little shop, and every service unit of whatever na- 
ture (some of these “units” consisting merely of single in- 
dividuals) is decided as part of an overall production plan. 

10. Leon Trotsky, Soviet Economy m Danger (Pioneer Publishers, Feb- 
mary, 1933). PP- 29-30- 
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The Soviet Union has never gone this far. Perhaps the 
smaller economic units in a system could all be grouped 
into larger units, and the production plan be applied to the 
latter, leaving the former to adjust among themselves in 
their own way. However, it serves no useful purpose to 
speculate about the practical feasibility of a program to 
universalize the production-planning principle. Let us, 
rather, simply say that the limiting case would be a system 
of virtually complete production planning, thus remaining 
on the safe side by supposing that there will always be a 
fringe of production for market in any immediately fore- 
seeable society. 

Existing and possible economic systems may then be 
classified as follows. At one extreme is a system of virtu- 
ally complete production planning. Practically speaking, 
that means a system with a coordinated master plan — •&. 
“central” or national plan — ^to avoid chaotic inconsistencies 
and conflicts among separately planned sectors of economic 
life. At the other extreme is a system of production for 
market in which the exceptional elements — elements of 
planned activity — are limited to the field of the primary 
functions of government, narrowly defined. 

Evidently every intermediate point on the scale between 
these limits also represents a possibility, making it allow- 
able to say that differences between systems are really dif- 
ferences in proportion rather than in kind. However, for 
the sake of simplicity the argument will again be developed 
in terms of two distinct alternatives. These will be: (i) a 
system of production planning — ^meaning either virtually 
complete or at least heavily predominant production plan- 
ning; and (2) a market economy — meaning one character- 
ized by large and probably predominant elements of pro- 
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duction for market, but also containing planned elements, 
and these not necessarily restricted to the irreducible mini- 
mum. 

The reason for this somewhat asymmetrical formvilation 
is a practical one. An overall production plan covering ap- 
proximately the entire economy is a real possibility, in the 
sense that influential and perhaps numerically important 
sections of the population regard such an arrangement as 
the only solution for our present economic difficulties. On 
the other hand, a return to a correspondingly extreme or 
pure market system seems nowhere to be a practical possi- 
bility. The clock will not run backwards, no matter how 
much it may be importuned to do so. The contemporary 
economic world, as a critic has sadly remarked, fs “just in- 
terventionist chaos.”’’’^ Certainly a distinction should be 
drawn between interventionism as we know it today and 
positive planning. Indeed in a highly significant sense it is 
precisely the planlessness of most economic systems at 
present that invites or compels government intervention at 
so many difFerent points. But one thing which is wholly ob- 
vious is that the planned activities of governments will 
never in the future be limited to that little group of func- 
tions traditionally recognized as legitimate by the laissez 
faire school. 

The volume of direct production planning may be very 
considerable indeed, and it will still be realistic to speak of 
a market economy — ^just so long as the elements of pro- 
duction planning are specific activities that have been 
singled out for that kind of treatment rather than integral 
parts of an economic organization based on the philosophy 
of overall production planning. Since there is no fixed limit 

II. Hayek, of, ciUy p. 24. 
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to the number of directly planned activities, it is possible to 
see how, by a gradual enlargement of their number, a mar- 
ket economy might little by little be transformed into an 
outright system of planned production. Perhaps the point 
where all mass-production activities had been subjected to 
direct planning, leaving only “nonessential,” “scarcity” 
goods within the sphere of production for market, would 
be the point at which it would seem most natural to say 
that a market economy no longer existed. Again, a system 
of planned production might gradually be converted into 
a market economy. 

It should now at once be possible to characterize in gen- 
eral terms those economic policies which will assure full 
employment. 

In a system of production planning, the total volume of 
activity and employment will depend for practical pur- 
poses (neglecting as unimportant any fringe of production 
for market) simply on the scale of the planned production 
activities, or in other words on the size of the plan. 

Thus the first type of economic policy that will assure 
full employment is a planned-production policy in which 
it is a cardinal principle of planning to make use of the 
whole labor supply. If, for example, the labor supply 
grows larger, or if technical progress makes it possible to 
produce the same output with fewer hands, the plan of 
production is adapted to the change and becomes that much 
more ambitious. This will be considered further in the 
next chapter. 

In a market economy, the total volume of activity, and 
hence of employment, will depend on two factors — («) the 
scale of those activities which are planned, which may be 
large or small in the aggregate, and {h) the anticipations 
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with regard to the market, i.e., the prospective relation- 
ships between individual costs and individual returns, pre- 
vailing in the sphere of production for market. 

Thus the second type of economic policy that will assure 
full employment is a market-economy policy in which the 
elements of planned-production activity are always large 
enough to absorb that part of the labor supply not used in 
production for market, so that, however large or small 
these elements of planned production may be normally, 
they are automatically expanded if and as the employment 
given by production for market for any reason contracts, in 
relation to the labor supply. This type of policy will be the 
main topic of discussion beginning with Chapter V. 

What has just been said is transparently simple, and 
does not carry us very far. Nevertheless it is essential to 
state elementary propositions, and to keep them constantly 
in mind — ^for what they do and for what they do not con- 
tain. For example, there is nothing about the above de- 
scription of a full-employment market economy to suggest 
that the aggregate volume of the planned activities em- 
bedded in the economy will necessarily be large or subject 
to wide fluctuations. That evidently depends on the aggre- 
gate extent and relative stability of production for market. 

On the one hand, it is possible to imagine a society with 
a rather small complement of directly planned activity, 
and with its market conditions so nicely adjusted (what this 
means we shall see later on) that the mechanism of ex- 
pansible planned production might hardly ever be called 
into use. In short, flexible public works would be only a 
secondary line of defense against unemployment. On the 
other hand, a market economy might contain a large vol- 
ume of directly planned production, and might lean heavily 
on a flexible public works program to combat unemploy- 
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merit — and still might fail to give any assurance of full 
employment. Perhaps this is the situation toward which the 
United States has been heading in recent years. 

New Deal Policy and Traditional 
Republican Policy 

Without anticipating unduly the argument of Chapter V, 
a word may be said at this point about two types of eco- 
nomic policy that will not assure full employment. Let us 
call them — as without too much distortion we may — ^the 
New Deal policy and the traditional Republican policy. 

After ^ight years of the New Deal, we find ourselves in 
a peculiar dilemma. When government has curtailed its 
spending, production has slumped. Nevertheless, so far as 
it has been attempted, public spending has failed to reduce 
unemployment to any great extent. Certainly the public- 
spending program has not been pushed as boldly as it 
might have been. Certainly also the New Deal approach 
has had other shortcomings. However, there is no intention 
to add anything here to the debate on this wider subject, 
since our concern is with a more fundamental considera- 
tion. The really crucial point is that the prospects of the 
whole policy of public spending have necessarily been 
highly dubious from the beginning because there has not 
been any assurance that private spending would not react 
negatively to public spending, and because, as things work 
out at present, the reactions of private spending in the final 
analysis determine the aggregate volume of activity. 

No elaborate analysis is needed to show that the net or 
total effects of any action may differ from the particular, 
partial effects under immediate observation. Suppose, for 
example, that government spends a billion dollars on a 
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public-investment program, thereby creating a consider- 
able number of new jobs directly, and additional jobs in- 
directly in industries supplying construction materials. If 
the “confidence” of private enterprise is not adversely af- 
fected, then we may expect to see a further (secondary) in- 
crease in total employment as the result of the fact that 
part of the additional income money will be spent in con- 
sumer markets, stimulating expansion on the part of indus- 
tries producing consumer goods and services. We have here 
the so-called multiplier phenomenon.^'’ But suppose now 
that this public-investment program causes private-invest- 
ment spending to be half a billion dollars smaller than it 
otherwise would have been. Worse still, suppose that it is 
so unfavorably received by private business that private 
investment contracts by a billion and a half. The multi- 
plier will still be multiplying (i.e., theory is still intact), 
but the base that is being multiplied will no longer be a 
billion dollars. In the last-mentioned case the base, and 
therefore of course the product, will be a negative quantity. 

This is not for a moment to disparage the humane view, 
characteristic of many New Deal pronouncements, that 
government should by one means or another provide work 
where and so long as private enterprise is unwilling or un- 
able to do so. This philosophy has represented the New 
Deal at its best. One could take exception to it only if a 
hands-ofF policy promised greater employment results, 
which is not the case. But New Deal pronouncements on 
this score, and the actual measiues enacted, have not been 
very eflFective in reducing the army of the jobless. The 
New Deal has needed some lucky accident to help it out, 
and that has only lately begun to materialize in the form 
of an international situation requiring a prompt expansion 

12. See, e.g., Keynes, The General Theory^ chap. x. 
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of the nation’s defenses — ^which, needless to say, is a lucky 
accident in a very limited sense indeed. 

The traditional Republican program has been, as every- 
one knows, a latter-day laissez fairs program — ^hands off 
business, keep public e3q)enditure down, balance the budget, 
and so forth. One would not expect that even a conserva- 
tive party could maintain the letter of Adam Smith’s 
epoch-making book unscathed in the modern world.’® From 
force of necessity concessions have been made at many 
points — ^just as Smith himself, writing in the year of our 
Declaration of Independence, was disposed to admit of ex- 
ceptions where necessary. However, his main doctrine of 
noninterference by government, later formalized in the 
dogmatiopronouncements of the classical economists of the 
nineteenth century, is presumably still the chief totem in 
the Republican camp. To be sure this totem is sometimes 
put away out of sight inside the wigwam, and may be due 
for oblivion before very long. But down to date it remains 
an object of veneration. 

For example, according to District Attorney Thomas E. 
Dewey, heading into election year: 

There is a force in America that has been held in check which once 
released can give us the employment that we need. It has nothing 
to do with slick monetary schemes. It has nothing to do with dick 
economic panaceas. This force is the energy of American enter- 
prise, great and small. Given a chance, it can produce employ- 
ment, can generate new purchasing power and set in motion once 
more the surging flow of commercial venture.’* 

13. Adam Smith characterized a system of natural liberty as one in 
which the sovereign has only three duties to attend to. (i) the defense of 
the country, (z) the administration of justice, and (3) the maintenance of 
certain public works and public institutions that private enterprise would 
never find profitable. The Wealth of Nations, Bk. IV, chap. ix. 

14. Speech delivered in Minneapolis, as quoted in the New York Times, 
December 7, 1939. 



ga Full Employment 

Similarly, Wendell L. Willkie said in November, 1939: 

If we can restore the free flow of money into the capital markets, 
we shall make it possible for the imemployed to get off the streets 
and hack to the factories. Our industrial plants have been starved 
for new capital for the last ten years. They need to spend billions 
of dollars for new buildmgs and new equipment. And these ex- 
penditures in turn will ultimately require the services of more than 
ten millions who now wait in the breadlines or mill about the streets 
looking for jobs. A little of that hard Dutch attitude of free enter- 
prise should solve the question of unemployment, which is still the 
basic problem of our time.^® 

Proponents of laissez faire rest their case on the sup- 
posed self-adjusting qualities of a system of ente^rise free 
from extensions of government interference. If their case 
were persuasive, it would give at least theoretical interest 
to the measures — ^that is to say, the abandonment of a 
whole body of directly meliorative legislation — ^necessary 
to carry it into effect. But they cannot demonstrate that 
their program assures full employment. Indeed, when they 
make this claim, they are refuted both by logic and by ex- 
perience. 

As regards logic, the Keynesian analysis (or any analysis 
along similar lines) easily demonstrates that the equilib- 
rium position in an exchange economy will not necessarily 
be the full-employment position. The classical economists 

15, Speech at the annual dinner of the Holland Society of New York 5 
the New York Times ^ November 17, 1939. Again in Toledo Willkie “as- 
serted that if governmental control could be taken off the nation's money 
markets there was enough idle capital ready to be loosed by business to re- 
move eight or ten million persons from the unemployed lists”} (this ac- 
cording to the New York Tunes of March 5, 19405 the statement was not 
found in a text of the Toledo address subsequently supplied to the author 
by Mr. Willkie's office). 
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were wrong insofar as their theoretical structure rested on 
the contrary assumption. 

This still leaves open the theoretical 'possibility of full- 
employment equilibrivun in conditions of laissez faire. 
Here, therefore, one naturally appeals to the record. Since 
it is hard to imagine a goveriunent more benignly disposed 
toward private enterprise than the government of the 
United States under the administrations of Harding, Cool- 
idge, and Hoover,^® the events of 1929-33 seem conclusive 
enough to satisfy any open-minded person that this theo- 
retically conceivable outcome is not today a practical possi- 
bility of any importance. It is useless to say that events in 
the world beyond our borders precipitated our catastrophic 
depression. The allegation is of dubious merit in any case, 
but, even if it were true, it would not alter the fact that re- 
sponsible statesmen must live and act in the world as it is. 

Thus neither the New Deal nor the hands-off opposition 
— ^nor those inclined to seek a compromise between the two 
positions — can be said to have the answer to the unemploy- 
ment problem. It is possible to be more specific. The con- 

16. Benjamin M. Anderson, Jr., sees even this period as beset with gov- 
ernmental economic planning (tariffs of 1921-22 and 19305 Federal Re- 
serve open-market purchasing in 1924, 1927, and 19305 interferences with 
the stock market by President Coolidge and Secretary Mellon, Federal 
Farm Board, attempts to prevent deflation of wages, prices, etc., after the 
stock-market crash) and holds that the main responsibility for the economic 
disorders of the period since 1929 rests with the aggravated “cultural lag” 
of government behind economic life displayed in these measures. (Address 
on “Governmental Economic Planning” delivered before the American 
Economic Association, published in the American Economic Revtenvy Supple- 
ment, March, 1940, see pp. 254—256.) We have here the school of thought 
according to which the trouble with latssez faire is that it has never really 
been given a fair trial. The element of truth in this contention, however, is 
of an exceedingly abstract nature, the pure strain of laissez fmre referred 
to in the argument having little in common with the policies advocated by 
any politically significant groups. 
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siderations cited above show us that, in the context in which 
it is carried on, most of the current argument pro and con 
about the merits of government spending is literally in- 
capable of ever providing the answer to the unemployment 
problem. 

Let it be understood that neither a policy like that of the 
New Deal nor a policy like the traditional Republican pro- 
gram is precluded from temporarily coinciding with a con- 
dition of full employment. War may bring full employ- 
ment — at least to participating nations. Conceivably also 
the United States might achieve full employment momen- 
tarily through the sudden arrival of a series of important 
inventions, or through the capture of important foreign 
markets from other countries without war. It is even think- 
able — although certainly the objective conditions can be 
seen to be much less favorable in this respect than they 
were in the nineteenth century — ^that by a succession of ac- 
cidents the period of relatively full employment might be 
prolonged. 

For oirr purposes here, however, the crucial point is this. 
While full employment is conceivable (although improb- 
able) in conjunction with the policies heretofore advocated 
by one or the other party, there is no reason why unem- 
ployment would not reappear as soon as the special cir- 
cumstances supplying the extra jobs ceased to be operative. 
In short, it is in any case impossible to claim that either 
set of policies assures full employment. This is decisive, so 
long as we are concerned with investigating the conditions 
that will give this assurance. 



Chapter IV 

Full Employment by Planned Production 

A S was briefly noted in the last chapter, one type of ar- 
rangement assuring full employment is a scheme 
A- -A. of planned production in which it is a cardinal prin- 
ciple of planning to make use of the whole labor supply. 

Naturally, production planning as such does not auto- 
matically abolish unemployment. Society might draw up a 
plan that failed to contain enough production activities to 
provide work for all who wanted to work. In the first place, 
full employment might not be a cardinal principle of the 
plan. This is extremely unlikely} why should a plan that 
was democratically framed involve a volxmtary choice of 
an involimtary condition, i,e., involuntary unemployment, 
or, on the other hand, why should a dictator make a plan 
permitting a part of the able-bodied population to subsist 
in idleness.? In the second place, the full-employment prin- 
ciple might be thought of as fundamental and yet might 
conceivably break down in practice through hopeless bun- 
gling. 

Yet practically speaking, aside from this last possibility, 
a system of planned production seems bound by its very 
nature to achieve and maintain full employment (irrespec- 
tive of whether or not its employment is allocated as 
wisely as possible among different lines of activity). The 
proposition hardly calls for extended analysis. In such a 
system the scale of output of the individual production unit 
depends on a balancing of costs and returns from an in- 
clusive or social point of view rather than from the point 
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of view of the production unit itself. From an inclusive or 
social point of view the cost of any unemployment in excess 
of the accepted normal for frictional xmemployment is pro- 
hibitive, inasmuch as normal frictional unemployment is 
by definition the amount of idleness that those who frame 
the sodal decisions consider it just worth while to tolerate. 
Naturally the “fit” between the supply of labor and the 
demand for labor can be maintained continuously over a 
period of time only if appropriate adaptations are made to 
changes in the labor supply and the techniques used in pro- 
duction. But this merely means that the extensiveness of 
the plan, as well as its content, has to be revised from time 
to time to keep abreast of changing conditions. 

General Procedure for Full Employment under 
Production Planning 

Essentially the problem of those who frame the overall 
plan is one of determining priorities in the importance of 
different possible production activities and of arranging to 
proceed with as many of these activities as can be handled, 
beginning with those that are regarded as necessities and 
continuing down the list to less and less essential activities 
until the whole of the voluntary labor supply is taken up. 
A substantially satisfactory output of food, housing, and 
clothing will naturally be arranged for first. Hospitals and 
medical service, schools and libraries, electric power, trans- 
portation, communications, national defense, public admin- 
istration, recreation facilities, development of natural re- 
sources, scientific research — all the obvious items, both for 
current consumption and under the head of capital forma- 
tion, will be included. After all of the basic necessities and 
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conventional comforts of living have been budgeted, the 
remainder of the labor supply will be allocated to the pro- 
duction of what are, relatively speaking, luxury items, 
these being either goods and services not included at all in 
the categories already provided for, or else better qualities 
of some of the goods and services in the latter. 

As matters stand in the United States at present, if the 
demand for certain products becomes saturated, or if new 
labor-saving devices are invented, or if the working popu- 
lation expands, our difficulties seem to multiply. In a sys- 
tem of planned production, however, any one of these 
changes would constitute a gain and not a handicap, since 
it would present society with a choice between more goods 
and services on the one hand and more leisure on the other. 
One alternative, that is, would be to enlarge the aggregate 
planned output so as to have it include certain items that 
society previously had to forego, and the other alternative 
to shorten working hours so as to have the same planned 
output require more hands for its production. It follows 
that society would have every incentive to extend the use 
of mass-production methods. 

The technocrats and others who have studied the gigan- 
tic powers of production provided by our recently devel- 
oped engineering techniques, and the further possibilities 
latent in discoveries that seem to lie just ahead, undoubt- 
edly have sound reasons for many of the claims they put 
forward. Hence, in spite of the fact that the expansion of 
leisure time itself gives a powerful impetus to the develop- 
ment of new wants, the interesting possibility arises that 
society’s real or physical capacity to consume may in future 
fail to keep pace with society’s capacity to produce, unless 
the working week is very drastically shortened indeed or a 
large proportion of the labor supply is diverted into the 
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production of individualized goods and services lying out- 
side the reach of mass-production techniques. In this situa- 
tion — ^if scarcity tends to disappear, except on the periph- 
ery of economic activity, so to speak — a society with a sys- 
tem of production planning would presumably use both 
methods at once for keeping capacity to produce and ca- 
pacity to consume in line. Thus the individual would be 
more and more likely to devote his working time in the 
technical sense — ^the hours spent producing for the use of 
society in general — ^to the provision of goods or services 
not included within the mass-production range. And also, 
more and more of his activity would fall outside his work- 
ing time, being concerned with directly promoting the sat- 
isfactions of his family, his friends, and himself. Art and 
higher education should flourish under these conditions. 

Under planned production, questions of price are dis- 
tinctly secondary, and incapable of affecting the level of 
output or employment. True, so long as scarcity remains a 
practical problem, the paraphernalia of a system of prices 
are bound to be involved in the production-planning pro- 
cedure just as much as under production for market. But 
whereas the latter is associated with the kind of pricing sys- 
tem in which prices (cost and selling prices) characteristi- 
cally govern output, production planning is associated with 
the kind of pricing system in which prices are used to keep 
score with respect to output but do not govern it in any im- 
mediate sense. 

Thus temporarily there may be a greater output of cer- 
tain things under the general plan than can be sold at 
prices high enough to cover the cost of producing them. In- 
deed this can hardly fail to occur to some extent. But the 
items in question do not need to be sold to cover cost. The 
price can be lowered, either in the consumer market proper 
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or in the market for intermediate products, to the point 
where the market is cleared. A critic might choose to de- 
scribe such procedure as a modified form of rationing, and 
to charge it with being in conflict with the principle of op- 
timum allocation — a claim entitled to respectful appraisal, 
with final judgment reserved until all the relevant consid- 
erations had been assembled. But this would not raise any 
question about unemployment. 


The Soviet Union 

Russian experience is of course of the greatest interest in 
coimection with every aspect of production planning, since 
the Soviet Union, with its five-year plans, has provided by 
far the largest and most complete example of production 
planning of which there is any record. If the foregoing ar- 
gument is correct, there should be no involuntary unem- 
ployment in the Soviet Union. 

This appears to be the actual situation. The fact that a 
guarantee of jobs with pay is written into the Soviet 
Union’s present constitution indicates that full employ- 
ment is regarded as fundamental in principle.’ That it has 
been secured in practice seems established by the best of the 
available information. Although no other country has de- 

I. Article ii8 of the Constitution of the Soviet Union, as adopted at 
the Extraordinary Eig^hth Congress of Soviets of the U. S. S. R. on De- 
cember 5, 1936, reads as follows: 

^‘Citizens of the U. S, S. R. have the right to work, i.e,, the right to 
guaranteed employment and payment for their work in accordance with 
its quantity and quality. 

‘‘The right to work is ensured by the socialist organisation of national 
economy, the steady growth of the productive forces of Soviet society, the 
preclusion of the possibility of economic crises, and the abolition of un- 
employment.” (Quoted from Economic Survey, Monthly Bulletin issued 
by the U. S. S. R. Chamber of Commerce, Moscow, February, 1937.) 



100 Full Emfloyment 

veloped so extensive a system of social security, payment of 
unemployment benefits was discontinued at the end of 
1930.® The 1930 LL.O. Year-Book of the International 
Labor Ofiice states that the number of registered unem- 
ployed was reduced from 1,616,200 in December, 1928 — 
when the first five-year plan was just getting under way — 
to 240,000 in October, 1930, and subsequent issues of this 
series omit the U. S. S. R. from the unemployment tables. 
While critics are extremely cautious about accepting statis- 
tics emanating from the Soviet Union at their face value, 
this particular claim, that unemployment has been abol- 
ished, does not appear to have been brought into serious 
question. 

Generally speaking, the main burden of adverse criti- 
cism on this point is, rather, to the effect that Russian plan- 
ning has managed to eliminate unemployment temporarily 
by virtue of special conditions — ^by an inflationary policy, 
for example, or because a bviilding boom is in progress, or 
because the Russians are so poor in everything that it is im- 
possible for them to produce too much of anything. In 
similar circumstances, it is said, other systems would keep 
equally busy j by the same token, unemployment will recur 
later on in the U. S. S. R.® 

2. See, e.g.j Sidney and Beatrice Webb, Soviet Communism: a Nefco 
CiviUsaUonf (Charles Scribner’s Sons, 1936), pp. 66$ ff. For comment on 
the comprehensive character of social insurance in the U. S. S. R., see Max- 
well S. Stewart, Social Security y W. W. Norton & Co., 1937. 

3, See, e.g., T. E. Gregory, ‘‘An Economist Looks at Planning,” The 
Manchester Schooly Vol. IV, No. I (1933), p. 95 Jahangir Coyaji, “Some 
Economic Problems of Socialism,” The Mysore Economic Journal (March, 
1938), pp. 74~755 Leonard E, Hubbard, Soviet Trade and Distribution 
(London, Macmillan & Co., Ltd., 1938), p. 346. 

Certain critics also maintain that the system has produced an excessively 
high labor turnover, and on the other hand that large numbers of persons 
in disfavor for political reasons are subject to forced labor under miserable 
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Of course, if the Russian system were to collapse en- 
tirely, then unemployment would reappear. At first, per- 
haps, its recurrence would take the partially concealed 
form of a rise in frictional unemployment to a level well 
above the amotmt that had previously obtained and that 
could reasonably be regarded as normal j and after that, 
the whole economic mechanism might break down. As a 
rule, however, it is made clear that these theoretical argu- 
ments alleging the temporary nature of full employment 
in the Soviet Union do not rest on any such speculations, 
but are meant rather to apply to a system of planned pro- 
duction that is assumed to continue in effect. We are there- 
fore in a position to judge that their point is not well taken. 
For the aaialysis presented above indicates clearly that a 
system of planned production need experience no ^fficulty 
in maintaining full employment. 

Planned Production and the “Optimum Allo- 
cation” Issue 

Thus if production planning is to be disapproved, it must 
be disapproved on other grounds. The fact that it makes 

conditions. As to the facts involved the writer does not venture an opinion. 
Of course full employment, as defined in chap, i above, presupposes a rea- 
sonable quota of transitional or frictional unemployment, as well as free 
choice of occupations and prevailing rates of pay, etc., for all who are not 
actually criminals subject to confinement. 

Although “disguised unemployment” is treated herein as part of the allo- 
cation problem rather than as constituting actual unemployment (see chap, 
i), it is of some interest that the outstanding British authority on income 
statistics, Colin Clark, sees an enormous amount of “disguised unemploy- 
ment” in Russian agriculture in and around 1934, due to the extremely 
high rural birthrate and the dijBEculty of transforming peasants into indus- 
trial workers, but finds that more recently “the Malthusian Devil is being 
cornered.” A Critique of Russian Statistics (London, Macmillan & Co., 
Ltd., 1939)» PP- St-53> 68-69- 
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full employment possible does not mean that it is free of 
other serious defects. It can be argued that production 
planning interferes with optimum allocation in the broad 
sense. That is a separate and distinct question, and the 
merits or demerits of that charge must be subjected to a 
separate investigation. 

Such an investigation lies outside the scope of this book, 
which sharply distinguishes the problem of full employ- 
ment from the problem of optimum allocation and limits 
itself to describing the conditions under which the former 
would be assured. The main purpose of the present chapter 
is to point out why overall production planning represents 
one of the available economic policies under which full 
employment can be guaranteed. The chapters to follow will 
undertake the more elaborate analysis needed to show that 
production planning is only a sufficient and not a necessary 
condition of full employment, which can also be guaran- 
teed, if certain policies are followed, in a market economy. 
If that can be established satisfactorily, then a rational 
choice between these alternatives can perhaps base itself 
squarely on a comparison of their merits in directing em- 
ployed energy into the desired channels. 

On this subject, however, even though it is not directly 
under consideration here, certain general remarks seem in 
order. For if production planning were obviously incom- 
patible with a free and rational life, as its critics sometimes 
maintain, a demonstration of the possibility of obtaining 
assured full employment by means of production planning 
could be said to be irrelevant for the purposes of a study 
designed as groundwork for practical policy. Let us there- 
fore devote a moment’s attention to the foundations on 
which the case of the hostile critics purports to rest. 

To begin with, it can be seen that the validity of the ar- 
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gument, that production planning interferes in some sense 
with the proper allocation of energy, must necessarily de- 
pend to a very large extent on the nature of the particular 
planned system under discussion. Many of the features, in- 
volving the essentially wasteful use of effort, that may be 
present in such a system are not inherent in production 
planning as such. 

The slave states of antiquity were systems — ^perhaps 
usually aggregations of systems — of planned production. 
The population was fully employed j it is hard to conceive 
of an unemployment problem arising, for example, when 
the people of Egypt were building the pyramids of the 
Pharaohs. These pyramids, incidentally, were what was 
wanted niost by those who had the power to make their 
wants effective, so that the economist concerned with op- 
timum allocation cannot quarrel with this arrangement on 
formal grounds. The moment we introduce the principle 
of democracy, however, and further specify that the maxi- 
mization of society’s satisfactions requires some kind of 
relative equality in the distribution of society’s income, 
such systems become altogether obnoxious. 

Any modern nation nourishing its people on “guns” in- 
stead of “butter” would likewise be suspect j that is, the 
burden of proving the necessity for such a state of affairs 
would rest on those in a position to determine policy, and 
this regardless of whether production in such a nation were 
wholly planned or only planned in part. Here, of course, 
a final judgment is more diflScult. As Adam Smith re- 
marked, defense is of much more importance than opu- 
lence. It would therefore be important to know whether 
the military preparations represented provision for de- 
fense, or provision for aggression. For most Americans to- 
day, for example, the meaning of Adam Smith’s words is a 
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little difFerent from what it was for eighteenth-century 
Englishmen, dependent on maritime power for increased 
national income if not for national survival. 

The self-evident point is that specific distortions such as 
those just mentioned are not essential to production plan- 
ning. But may there nevertheless be general grounds for 
supposing that production planning makes it impossible or 
especially difficult to utilize labor power in such a way as 
to maximize the resulting total satisfactions, or total wel- 
fare? How well can a system of planned production meet 
the various requirements for optimum allocation?* 

Production planning is quite evidently compatible with 
free consumer choice, as the expression is generally used, 
since the public can be given money incomes, to be spent 
for consumer goods in any way the particular individual 
prefers. Outright rationing can be resorted to instead, in 
dividing up what has been produced5 however, conditions 
of real scarcity of essentials aside, there is no good reason 
why it should be. 

Production planning as such is also compatible with real 
consumer sovereignty, meaning by that a state of afFairs in 
which consumers do not merely exercise free choice in buy- 
ing goods and services whose production some other au- 
thority has ordered, but actually determine what is to be 
produced. This sovereignty over the plan (which keeps the 
system from being the expression of the arbitrary ideas of 
a small, inside group) must presumably be exercised in two 
ways at once. Everyone recognizes the practical impossi- 
bility of letting all productive activity be regulated, even 
if only in ultimate and indirect fashion, by means of indi- 
vidual price offers. That is, the allocation of a part of so- 

4. If the reader skipped chap, ii, he may care to refer back to it in con- 
nection with the following- discussion. 
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dety’s total effort — ^to the building of roads and dams, the 
maintenance of defense and justice, the staffing of schools 
and agricultural experiment stations, etc., etc. — ^will have 
to be arranged collectively, through the system of political 
representation and (ordinarily) the budget, in accordance 
with the demands of sodety as a whole, which are not 
merely the summation of the demands of many individu- 
als. Hence so far as concerns the aggregate volume and 
spedfic nature of production decisions that are entirely col- 
lective, including here presumably the decision as to the 
rate of sodal saving, the prerequisite for consumer sover- 
eignty is an adequate mechanism for making political de- 
mocracy effective. On the other hand, in the sphere in 
which cohsvuners are spending money incomes for goods 
and services at their individual discretion, the prerequisite 
for consumer sovereignty is (ordinarily) ultimate respon- 
siveness on the part of the production plan to the state of 
individual consumer demand. 

In drawing up spedfications to cover this part of produc- 
tion, the planning commission must attempt, with the help 
of the tools of modern statistical analysis, to anticipate what 
individual consumers will want to buy — so that here, in- 
deed, effective production planning will approximate the 
results given, under similar income conditions, by produc- 
tion for market.® The plan of production must be flexible, 

5. A technique designed to fit the United States was partially worked 
out by Harold Loeb and associates in connection with the National Survey 
of Potential Product Capacity. See their summary in The Chart of Plenty 
(Viking Press, 1935). If, as in the U. S. S. R., the individual participates 
in the making of the plan in his capacity as a froducer^ what consumers 
will bid still needs to be taken into account (i.e , if an optimum allocation 
is to result) in finally deciding the quantities of output, except where social 
considerations make it necessary or desirable to amend the individual con- 
sumer verdict in any case 5 and where that is true, presumably the individual 
producer verdict will also have to be amended. 
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SO that marketed items whose current output has to be dis- 
posed of at a price above their cost of production to prevent 
an excess of demand over supply will subsequently be 
planned for in larger quantities, while those items for 
which the price has to be lowered below cost to dispose of 
current output will, broadly speaking, subsequently be 
planned for on a somewhat smaller scale. Practical per- 
plexities are admittedly bound to arise. In some cases, 
where an extension of mass-production methods would 
bring about a great saving in unit cost, it may be better to 
plan for more rather than less production when the current 
output of the commodities in question has to be sold at a 
loss. And in a good many other cases, where social costs or 
returns are found to diverge from the costs or rfeturns di- 
rectly accountable to a particular production unit, collec- 
tive-consumer sovereignty must be permitted to amend 
somewhat the verdicts of individual-consumer sovereignty. 
These difficulties, however, are not peculiar to production 
planning, but are inherent rather in the process of making 
consumer sovereignty effective, whatever may be the na- 
ture of the economic system. As for the relative rapidity of 
response to changes in demand obtainable under produc- 
tion planning — ^the degree of flexibility of the plan over 
the course of time, as contrasted with the degree of flexi- 
bility shown by individual enterprise in an unplanned econ- 
omy — that too will largely depend on the way the plan- 
ning mechanism is set up. There is no obvious reason why 
the plan should not be subject to virtually continuous re- 
vision, in such of its details as can with any advantage be 
modified at frequent intervals. 

This reasoning leads to the conclusion that it is not in- 
herently impossible for a system of planned production to 
operate in such a way that marginal costs and marginal re- 
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turns are approximately equated throughout the economy 
— ^always remembering that particular costs and (espe- 
cially) returns will vary with variations in income distribu- 
tion on the one hand and in the degree of equality of par- 
ticipation in collectively taken decisions on the other. 
Equality of political participation, the principle of one man 
one vote, does not hinge on the existence or nonexistence 
of production planning. Neither does income distribution; 
the incomes that consumers spend can be equal or unequal, 
for services rendered or otherwise, as may be desired, so 
that presumably society will gravitate toward the particu- 
lar income distribution that it believes will actually maxi- 
mize satisfactions,* It follows that there is no irreconcilable 
conflict between production planning and that aspect of op- 
timum allocation having to do with the production of 
goods and services that are wanted more ahead of goods 
and services that are wanted less. There are, certainly, 
many practical difficulties to be overcome in striving for 
this goal. But the same is true in a market economy, where 
competitive advertising, idle plant capacity as developed 
in monopolistic and partially monopolistic situations, and 
certain other uneconomical phenomena to which reference 
has already been made (and incidentally also the main- 
tenance of strict quantitative control over frictional unem- 
ployment) present problems not duplicated on the same 
scale when production proceeds under a central plan. 

An equally fundamental aspect of optimum allocation 

6, This of course is not intended to deny the striking fact that histori- 
cally production for market has meant that some consumers (the poor) 
have had difficulty in getting one vote, whether political or economic, while 
some (the rich) have in effect had a great many votes of both kinds, so 
that those in favor of something like equal political and economic voting 
have had practical reasons, based on experience, for espousing production 
planning. 
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centers around free choice of occupations, and around satis- 
factory working conditions generally. Here too it is diffi- 
cult to make out a substantial case against production plan- 
ning as such. 

In a practical sense the individual can expect to be about 
as free to choose his occupation in a system of planned pro- 
duction as in a market economy. It is true that the indi- 
vidual’s position as a producer will probably be analogous 
to that of a consumer exercising choice but not sovereignty, 
which means that it will be a shade less satisfactory than 
the position theoretically enjoyed by a worker in a market 
economy, who can (supposedly) always get into even the 
most overcrowded kind of work by accepting a slight re- 
duction in pay. For although the planning commission 
might be authorized to take into account, as the plan is pe- 
riodically revised, not only the preferences that individuals 
have expressed in bujdng consumer goods but also those 
that they have expressed in applying for jobs, it seems 
rather more probable that the available amount of employ- 
ment of any particular kind will not be subject to rapid ex- 
pansion or contraction in this way through revision of the 
production plan. But the actual difference, so far as con- 
cerns the freedom of choice of occupation in a system of 
planned production on the one hand and a (real, rather 
than theoretical) market economy on the other, is hardly 
likely to be felt by the great majority of persons. The ordi- 
nary worker can have, under production planning, the 
same range of choice, subject to his satisfying the condi- 
tions of eligibility, as he has in an unplanned system. The 
important question, from his point of view, is whether or 
not he will have an opportunity to train himself so as to 
become eligible for the kind of work he prefers, and to this 
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requirement a planned economy may well be expected to 
give attention. 

Meanwhile there is no reason why the individual artist, 
writer, or other proprietor of his own special skill need be 
regimented. The would-be business enterpriser might find 
it difficult or impossible to launch out for himself in the 
traditional manner, but this need not be the case if the sys- 
tem has its recognized fringe or sphere of small-scale pro- 
duction for market. The ability to organize and manage 
large enterprises will be as much in demand as ever, and 
inventive brains will be also. Finally, there is nothing about 
production planning implying a set of relationships be- 
tween workers and management unfair or distasteful to 
either side. 

Thus we may tentatively conclude that many of the 
criticisms leveled against production planning, while they 
are valid as against abiises to which such planning might 
vmder certain circumstances be subject, do not succeed in 
indicating any intrinsic weakness in the process itself. 

A fundamental problem remains, however. It may be 
that a system of planned production necessarily involves 
such a centralization of the actual process of certifying and 
administering decisions that the net results of society’s eco- 
nomic efforts will be disappointingly small even though 
the difficulties mentioned above have been squarely met 
and overcome — even though, that is, equality of oppor- 
tunity prevails and the plan is drawn up in such a way as 
to be perfectly responsive to public opinion. 

The problem is this. Let us suppose that production, far 
from being arbitrarily determined by a small inner group, 
is sensitively adjusted to individual and collective con- 
sumer demand, the planning commission acting in no sense 
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as a principal and in every sense as an agent for the people. 
Will there nevertheless be required, to see that the plan is 
properly carried out, an adniinistrative apparatus suffi- 
ciently large to constitute a heavy, otherwise unnecessary, 
overhead cost on production as a whole? More crucial still, 
need the fact that the immediate decision as to the scale of 
output of the individual production unit is taken out of the 
hands of the individual management eliminate the drive 
for efficiency that the threat of economic extinction tends 
to produce under competitive production for market? Will 
it stifle the free spirit of individual managerial initiative, 
thereby depriving society of the services of its ablest and 
most independent industrial executives and imperiling the 
spontaneous drive for new methods and loweifed costs? 
Must the economy lose the benefits of its “self-acting” 
qualities? ' 

These questions need to be examined further, without 
prejudice, by thoughtful people. Whether the final answer 
to them be affirmative or negative, it seems certain that the 
heart of the production planning issue lies here. Too often 
it is argued without proof (and quite fallaciously, if the 
above reasoning is correct) that production planning must 
be arbitrary and undemocratic. On the other hand the 
somewhat specialized professional interest of economic 
theorists has led some of them, in considering such plan- 
ning, to place excessive emphasis on the difficulty of secur- 
ing economy or efficiency (i.e., of equating marginal costs 
and returns) in a formal and narrow sense. The real case, 
however, must be made or lost on the issue of decentraliza- 
tion of responsibility for output decisions for its own sake. 

For practical purposes, moreover, this case must always 
be considered in its immediate context. Thus the strength 
of the tradition of the decentralized market economy is ob- 
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viously one of the most important factors bearing upon the 
merits of a program designed to secure full employment 
in the United States today by way of overall production 
planning, as against the merits of a program designed to 
secure it without such a radical change in procedure. This 
assumes that full employment can in fact also be secured 
in a market economy. We must now take up that funda- 
mental question. 



Chapter V 

First Principles of a Full-Employment 
Market Economy 

I F the elements of plaimed production included in a 
market economy are always large enough to absorb 
that part of the total labor supply not used for produc- 
tion for market — so that, however large or small these ele- 
ments of planned production may be normally, they are 
automatically expanded if and as the employment given by 
production for market contracts, in relation to the labor 
supply — ^then, as previously stated, full employment will 
be assured. This truism serves to call attention to the po- 
tentially important role of plaimed production even in a 
market economy. As will become clear in a moment, how- 
ever, it leaves a vital question unanswered. How is planned 
production to be kept from swallowing production for 
market, supposing the latter shows signs of developing a 
spontaneous tendency to contract.? 

The Need for an Independent Regulator Other 
Than Public Works 

Let us construct in the imagination the main outlines of a 
full-employment market economy. Naturally, it will con- 
tain areas of production planning. Its normal or nonemer- 
gency planned production, for which we find a counterpart 
in every economic system, will include, first, all those pri- 
mary governmental activities which it is necessary to plan 



A Full-Emfloyment Market Economy 113 

and organize collectively, if the services or goods are to be 
provided at all, and second, any activities for which, al- 
though market production is not inherently impossible, 
production planning has come to be regarded as the pref- 
erable procedure. Moreover, in addition to its normal 
planned production, such an economy will require, to make 
full employment certain, a category of special or emer- 
gency public employment. That is, it will need an expansi- 
ble (and contractible) program of public works — or rather, 
since the latter should be construed in the broadest sense, 
of public work. 

This is all familiar, theoretically speaking, and there- 
fore need not detain us. So far as concerns the important 
question Cf emergency public employment, the essential 
point is that a full-employment market economy will have 
ready as its final line of defense against unemployment a 
sufficient number of public activities that can be started or 
expanded if and when it becomes necessary to take up slack 
in the system, and discontinued or tapered off upon the ap- 
pearance of increased demand for labor in regular lines of 
work. This presupposes the existence of suitable statistics, 
compiled at the head office of the U. S. Employment Serv- 
ice or elsewhere, to indicate when the accepted normal 
quota of frictional unemployment is being exceeded. An 
adequate set of unemployment records will of course show 
not only the volume of involuntary idleness but also the 
locations and the kinds or skills of labor affected. Conse- 
quently, if a sufficiently wide range of projects has been 
planned in advance (including nonconstruction as well as 
construction work, and W.P.A.-type as well as P.W.A.- 
type undertakings), a selection of projects can always be 
made that will be properly adapted to the needs of the im- 
mediate situation. This division of the economy will act, in 
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short, as a general employment-insurance mechanism, 
which might be formally recognized in its title and finan- 
cial methods. 

But — ^here is the critical consideration — ^is it not con- 
ceivable that a market economy, if it relies solely on the 
possibility of expanding planned production whenever pro- 
duction for market contracts, may be obliged to transform 
itself into its opposite in order to stave ofE unemployment? 

Suppose that the initiation of a program of public works 
sufficient to take care of all the unemployed results in — or 
at any rate is followed by — a contraction of production for 
market. (The reasonableness or unreasonableness of this 
reaction is not in question herej the public-works program 
might accentuate certain maladjustments due to specific 
price rigidities, notably in the construction industry itself, 
or on the other hand the contraction of private enterprise 
might seem to have the characteristics of a political maneu- 
ver; all this is beside the present point.) There will then 
be a new gap to be filled by more planned production. 
When that in turn is undertaken, will production for mar- 
ket contract still further? The moment this question is 
asked, it becomes clear that a society determined to guar- 
antee jobs, and at the same time convinced of the advan- 
tages of production for market, may find itself in insoluble 
difficulties if it does not possess some kind, of instrument or 
device that rmll serve to control the aggregate volume {as 
offosed to the separate components') of market production. 

This statement should not be misunderstood. It is not 
suggested that production for market will necessarily con- 
tract as government’s planned employment expands. Such 
a contention is not warranted by any available evidence, 
and moreover it seems probable that at the present time a 
number of kinds of planned-production expenditure could 
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be named — and not alone expenditures for defense — that 
would definitely stimulate rather than depress normal busi- 
ness enterprise. Nevertheless, the possibility of the ad- 
verse repercussions mentioned must be insisted upon. For 
if this is not brought out into the light, it is futile to hope 
to imderstand either current events or the elementary prin- 
ciples of a full-employment market economy — ^the first of 
which is that the area of production for market must be 
made to achieve a substantial balance in its own right. 

Let the matter at issue be restated. The existence of a 
market economy in any country presupposes a preference 
for the market procedure except in those particular areas 
(normal planned production) in which the alternative 
method has come to be regarded as superior on its own 
merits. Assume that the number and extent of these excep- 
tions, or in other words the proper division of the total 
field as between production for market and normal planned 
production, have been settled for the time being. It will 
then be reasonable to utilize a flexible public-work pro- 
gram (emergency planned production) as a secondary 
check against the growth of unemployment, caused by a 
temporarily deficient volume of production for market, 
but it will hardly be satisfactory to have to rely on this as 
the frimary defense mechanism. For, in the latter case — 
possessing no other, independent means whereby the vol- 
ume of economic activity may, by and large, be maintained 
— ^how can society be sure that full employment will be 
preserved without an expansion of planned production far 
beyond the limits within which it is preferred for its own 
sake, and conceivably even to the extreme where the econ- 
omy ceases to be a market economy at all? 

This point deserves great emphasis, even at the risk of 
laboring it unduly. Full employment can indeed be main- 
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tained if planned production is pushed into every space left 
vacant by production for market. In the rather abstract 
sense that society cannot be absolutely certain of what its 
individual members may or may not do, there is perhaps 
no final guarantee that full employment will be maintained 
if planned production cannot be expanded when and to the 
extent that other measures prove insufficient. Moreover, if 
the general public desires a system with a very large vol- 
ume of production planning, or the same thing carried a 
stage or two further and simplified by the introduction of 
a carefully integrated, overall production plan, then that 
must be the kind of economic system that the country 
should have. But, on the other hand, it would be too bad 
for the public to elect one kind of system, say an economy 
with a preponderance of production for market, and then 
be forced involuntarily, in the mere process of fighting off 
unemployment, into another, quite different state of af- 
fairs. That, surely, would indicate a sad lack of social com- 
petence. 

The Monetary Circulation in General and Con- 
sumer Spending in Particular 

What then is to be done? How can the typical individual 
factory or other production unit be left in control of its 
own expansion and contraction, and society at the same 
time retain control over the total volume of economic ac- 
tivity? That, essentially, is the problem to be solved. 

At first glance it might seem that no solution was think- 
able. The individual production activities are real, but 
what is “the total volume of activity” but an arithmetical 
abstraction? How is it possible to control total activity 
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without controlling or directing the individual components 
making up the total? 

While in a certain sense this objection is valid, further 
reflection suggests that the case is perhaps not hopeless. 
However, it appears to be necessary to conclude that only 
two general types of solution are possible, even in theory. 

We start with the fact that, in a market economy, as 
goods are produced and passed along and as services of one 
kind or another are rendered, a stream of monetary pay- 
ments consisting of transfers of demand deposits and cur- 
rency’' moves at ■virtually every stage counter to the stream 
of goods and services. The first general solution, then, is 
ability to enforce a suflicient degree of flexibility in all 
prices so that the physical flow of goods and services is not 
affected by variations in the size of the monetary flow, the 
former remaining as large as desired (that is, large enough 
to prevent the development of unemployment) even if the 
latter becomes to some extent dammed up and reduced in 
volume. And the other general solution is a sufficient con- 

I. It is not necessary for our purposes here to go into certain formal 
questions relating to the nature of money that become important in con- 
nection with special problems. The argument will assume that ‘‘money” 
consists of demand deposits (deposits subject to check, checking deposits) 
and currency, and that time deposits, call loans, etc., have to be transferred 
into demand deposits or currency before they can be spent as money — ^an 
assumption that appears to fit present American practice reasonably well. 
Of course all kinds of bookkeeping variations have been tried somewhere or 
are possible} for example, giro systems, and arrangements under which 
debits (or overdrafts) are transferred instead of credits (deposits). The 
conclusions to be drawn herein could perfectly well be applied to such 
monetary systems if necessary, and they remain unaffected by technical in- 
adequacies or ambiguities in the above definition of the present American 
money supply — e.g., the point that checks that clear within bank accounts 
(or else the bank overdrafts often briefly occasioned in connection with 
such checks) can properly be regarded as a distinct form of money, sup- 
plementary to demand deposits, created by businessmen themselves. 
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trol over the monetary flow so that, even though prices are 
by no means all flejdble, there is no occasion for a general 
pressure on prices and a resulting general contraction of 
the physical flow. 

The growing rigidities in our structure of prices have 
been so widely publicized that it is unnecessary to take any 
time in dismissing the former theoretical alternative as im- 
practicable in fact. In the abstract it is conceivable that 
prices might become free, so that they, and not the quan- 
tities of output produced and sold, would fluctuate with 
changes in the rate of money expenditure. In the heyday 
of price competition, this appears to have been what ac- 
tually happened to a very considerable extent, and natu- 
rally there is a school of thought that now insists on trying 
to reverse the course of history. In partial justification of 
such attempts it should be said that a good deal can doubt- 
less be done to break the grip that monopolies have estab- 
lished on prices at particular points in the economic system. 
Indeed it is extremely important that real progress be 
made in that direction. But it is impossible to restore 
enough price flexibility so that the amoimt of employment 
given by production for market will take care of itself. 

This means that the instrument or device for controlling 
the aggregate volume (as opposed to the separate com- 
ponents) of market production must be found, if at all, in 
the monetary circulation. It would seem that that can be 
regarded as the second of the elementary principles for 
which we are looking. It is not necessary to deny that the 
price structure might become less rigid than it is at present. 
The crucial point is that, in the absence of complete price 
flexibility, which is out of the question, control over the 
monetary circulation remains indispensable for assured full 
employment in a market economy. Let the reader ponder 
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the matter for himself, if he feels that large issues are be- 
ing disposed of here too summarily. 

To be sure, all that has been claimed thus far is that the 
monetary flow accomfames the flow of goods and services. 
But when we recall in connection with this the fact that 
production for market proceeds on the basis of comparisons 
between producers’ anticipated inflow payments or money 
receipts and their anticipated outflow payments or money 
costs, it seems at least inherently probable that the mone- 
tary stream can be made to exert causal influence over the 
stream of production activity. 

In relation to planned production, the function of the 
monetary mechanism is mainly an accounting function. 
Money is not called upon to provide quantitative control.* 
The planned activities as it were requisition the services of 
as much money as may be necessary to enable them to take 
place as planned; or, stating this differently, a quantity of 
money such as the aggregate sum advanced by the banks 
to planned production is merely the shadow accompanying 
the substance of the real transactions decided upon. When 
it comes to production for market, on the other hand, it can 
presumably happen that aggregate sums of payment are 
determined independently of the purposes for which the 
included amounts may, as it turns out, be used. These no- 
tions suggest a further analogy applicable to different t3q)es 
of economy. In a system of planned production, money is 
cast in the humble role of a servant who is continually be- 
ing assigned specific tasks to perform for society. In a mar- 
ket economy not equipped with controls such as will assure 

2. That is, the physical plan of production comes first, although it may 
prove convenient— -as witness Russia’s “control by the rouble” — to have 
the banking* system take a leading part in seeing that the plan is properly 
executed. 
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full employment, it is a somewhat dangerous and unstable 
ally, now and again threatening to assert itself as society’s 
master. In a full-employment market economy, can it not 
be conceived of as occuppng the position of society’s stew- 
ard — a steward whose business it is to secure maximum 
economy of the administrative control apparatus, maxi- 
mum automatidty in its functioning, and the widest socially 
useful decentralization and diffusion of responsibility for 
economic decisions? 

Holding such speculations in the background for the 
present, let us take a comprehensive view of what happens, 
under conditions of full employment, to the stream of 
money payments circling back and forth between produc- 
tion and consumption. The first thing to be said is that, ex- 
cept as price levels may change, a constant rate of produc- 
tion and sale of goods and services will be associated with a 
constant rate of flow of money payments, and an increased 
rate of production (necessary to maintain capacity opera- 
tion if technical efficiency is rising) with a proportionately 
increased flow of payments. It must obviously be added 
that the volume of payments associated with production 
for market may decline without implying any general con- 
traction, provided the volume of payments “pumped out” 
by planned production is expanding correspondingly. How- 
ever, if such a change of proportions between production 
for market and planned production is not occurring, the 
flow of money payments associated with the former will be 
found to be constant, in the sense and with the exceptions 
indicated above. In other words, if the volume of produc- 
tion for market is to be maintained, as distinct from the 
total volume of production, a continuously adequate flow 
of money payments is required in that department. From 
this it follows that, if full employment is to be assured 
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without an undesired contraction in production for market 
as such, society must at any rate be in control of the volume 
of payments to and from production enterprises motivated 
by the market principle. 

In speaking of the in-payments and out-payments of 
market producers in the aggregate, it is necessary and 
legitimate to exclude the payments made by one producer 
to another — such as those made in purchase of cotton yarn 
by a manufacturer of cotton doth, or for the purchase (or 
lease) of equipment, or for electric power, transportation, 
fire insurance, or other services — since from the general 
standpoint all such payments constitute producer receipts 
and producer expenditures at one and the same time. Thus 
the items of primary significance are on the one hand wages, 
rents and royalties, interest, dividends,® taxes on business, 
etc.* — ^i.e., the out-payments or money costs of production 
that do not constitute interproducer transfers, and, on the 
other hand, the in-payments in the form of (a) ultimate 
consumer expenditure® and (^) invested consumer savings. 

For a macroscopic first view of the situation a further 

3. Excluding- intercorporate dividends, etc., i.e., rents and royalties, in- 
terest, and dividends paid to other producers. 

4. Include here any excess of allowances set aside for depreciation, etc., 
over replacement expenditures from funds similarly accumulated in the 
past. See the discussion of “financial prudence” in the next chapter. 

5. Naturally a consumer spends money just as much when he (^) buys 
securities or life insurance as when he (a) buys food or clothing or rents a 
house, but by common consent (a) only is meant when the term “consumer 
expenditure” or “consumer spending” is used, (^) being classed separately 
as the investing of consumer savings. This usage is followed herein. The 
further distinction between indimdual consumer spending and colleciiwe or 
fublic spending for final consumption output, whose place in the picture 
will be discussed in chap, vii, does not affect the argument at present. Simi- 
larly with business savings, by way of depreciation reserves (cf. previous 
footnote) and undistributed profits, and these too are treated in chap. vii. 
For other possible ambiguities in the concept of consumer spending see 
p. 21S, n. 5 below. 
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simplification is advantageous. When savings are invested 
in enterprises producing for the market, they are not, like 
expenditures on consumption, turned over to producers for 
value immediately received, but rather they are turned 
over with the condition attached that somewhere there 
shall in future be sales enabling the saver to be recom- 
pensed by payments of interest and principal. Hence pro- 
ducer receipts in the form of consumer expenditures may 
be regarded as revenues pure and simple, while producer 
receipts in the form of invested savings are weighted with 
obligations — and the ability to fulfill the latter depends 
ultimately, although consumer markets may be several 
stages removed from the point of investment, on future 
consumer expenditures. The conclusion to which this leads, 
which constitutes the third basic principle of a full-employ- 
ment market economy, is that in its main aspect the prob- 
lem of the monetary circulation in the province of produc- 
tion for market is the problem of consumers’ payments for 
consumer goods and services, over against producers’ 
money costs, interproducer payments excluded. This is said 
even though («) a part of the actual current stream of in- 
payments to production derives from savings, {b) a situa- 
tion may conceivably arise in which a contraction of pro- 
duction starts because the savings inflow ceases to be ade- 
quate to maintain the investment activities actually in pro- 
cess, and (c) the production of capital goods purchased 
with savings may for short periods act in response to forces 
dissociated from the current amount of consumer spending 
— ^for example, anticipations of price changes.® 

6. Also, complications may arise where different industries have different 
elastidtics o£ response to changes in the demand for their particular prod- 
ucts, or, if similar in that respect, have different elasticities of demand for 
labor. The various qualifications and complications here briefly noted are 
taken up below, especially in the next chapter. 



A Full-Em-ployment Market Economy 123 

In short, the central monetary problem in a market 
economy comes down to this. The volume of production 
for market will maintain itself only if producers operating 
on this principle anticipate that aggregate consumer spend- 
ing will continue, either automatically or as a result of con- 
scious social action, in such relation to their aggregate an- 
ticipated money costs as to justify or motivate production 
at an undiminished rate. 

Whether anticipated consumer spending does or does 
not automatically remain in the full-employment relation 
to anticipated producer costs is a question of fact, and 
everyone knows the answer, in spite of disagreements over 
the explanation for the answer. For the present, let us keep 
in the foreground the fact itself. The record shows that 
consumer spending cannot be counted on to remain of its 
own accord in the required relation to producer costs. 
Therefore it is necessary, if full employment is to be main- 
tained through production for market itself, for society to 
act consciously to safeguard this relation. 

It is evident that both anticipated costs and anticipated 
retxu-ns govern decisions to expand or contract production 
for market. Moreover, insofar as future trends of costs and 
returns are subject to uncertainty, there are various things 
that may affect the degree of optimism with which the 
prospects involving costs and returns are viewed by busi- 
ness management. It would therefore be foolish to deny 
that there are numerous ways or combinations of ways in 
which society might conceivably act to hold anticipations of 
costs and returns in proper balance. Taxes on business en- 
terprise can be lowered to promote business expansion, sub- 
sidies can be given, and so on — although it is not easy for 
governments to subsidize without conferring favors un- 
justly as regards persons and unwisely so far as the alloca- 
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tion of society’s productive energy is concerned, and with- 
out assuming responsibility for given enterprises such as 
may finally invite planned production/ In addition to spe- 
cial measures such as these, confidence can be built up by a 
clarification of the rules governing the operation of the 
system — assuming always that society has the system’s 
main tendencies well under control, so that uncertainty 
about the future can be confined to questions of changes in 
demand and supply affecting the competitive position of 
particular industries. There may thus seem to be a confus- 
ing multiplicity of possible approaches to the problem in 
hand. 

However, it happens that the dynamic of the process of 
production for market itself provides us with a clue to sim- 
plification of this problem — a clue, therefore, that seems 
likely to be of the greatest significance so far as practical 
policy is concerned. A business is normally carried on be- 
cause it is expected that the product can be sold. It proceeds 
as a result of final causes, as the term is used in logic, and 
while in one sense the motive to produce is not present un- 
til prospective costs have been weighed along with pros- 
pective returns, in another sense the prospective returns 
come into the picture first. Possibly this can be traced to a 
general human tendency (or at least a tendency observable 

7. Reconstruction Finance Corporation loans to railroads that would 
otherwise have met with bankruptcy and drastic deflation of their capital 
values furnish a case in point, among many recent illustrations. Much more 
could of course be said about the dangers of special government subsidies — 
which under present conditions must be advocated quite as much by Repub- 
licans as by Democrats. Especially insofar as they prevent the reorganiza- 
tion of uneconomic business giants, such interventions perpetuate and in- 
crease the very price distortions that not only are inconsistent with optimum 
allocation but also, in an expanding-contracting economy, hold the latent 
forces for expansion in check. 
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in Occidental, temperate regions) to act imless good reason 
can be found to the contrary, in preference to remaining 
passive until inaction can be shown to involve sacrifices. 
However that may be, to say that the prospect of sale is 
the only ultimate basis for the existence of production for 
market is to throw the problem of production motivation 
into a form that will seem sensible to practical men. 

The whole corpus of traditional economic analysis, cost 
theories of value included, has this point of view as its 
foundation — even though parts of the theoretical super- 
structure erected at various times give the impression of 
having lost contact with their base. The fact that demand 
motivates production constitutes the element of truth in 
the ambiguous saying that the only object of (profit-mak- 
ing) production is consumption. The demand for producer 
goods derives of course from the demand for the goods or 
services that they will create, so that at each point the de- 
mand in the last analysis comes back through as many 
stages as may intervene before the end results of produc- 
tive effort are disposed of in some consumer market, and 
are therefore processed no further. Hence expected final 
consumer demand, carefully calculated or broadly as- 
sumed, is the ultimate magnet to which production re- 
sponds. The extent to which a given variation in the de- 
mand for some final product may affect the derived de- 
mand farther back can hardly be stated so simply, since a 
change in the rate of growth or rate of decline in the for- 
mer may sometimes produce, in accordance with the so- 
called acceleration principle, a change in the direction of 
movement of the latter. That, however, is a subsidiary 
question. The basic impulse in any event runs from con- 
sumption to production. 
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Any other view of the rationale of production for mar- 
ket, if carried to its logical conclusion, leads to absurdity. 
This is not to neglect the importance of savings. In the 
first place, in many times and countries the flow of savings 
has doubtless been inadequate to permit progress in the 
form of capital development to proceed as fast as bxasiness 
enterprisers and statesmen would have liked 5 here, al- 
though imemployment has presixmably not been in ques- 
tion, too high a percentage of total employment has ap- 
peared to be concerned with the direct satisfaction of con- 
sumption wants. In the second place, there may in certain 
circumstances develop a shortage of savings in relation to 
investment activities in process (notably, the construction 
projects actually begun), with the result that thedatter are 
obliged to shut down and, before the factors of production 
involved can be transferred to production for consumer 
markets, contraction communicates itself to the rest of the 
system. It is possible that certain depressions in history 
may have got their immediate impetus from such under- 
saving as this. Be that as it may, however, it cannot be de- 
duced in theory or demonstrated from the record that the 
inclination to save a part of total money income can of it- 
self motivate activity in the capital-goods section of pro- 
duction. For if consumer demand fails, the prospects of 
profit will grow dim, irrespective of the existence of sav- 
ings, and production and employment will decline. An 
adequate supply of investible funds is therefore a necessary 
but not a sufficient condition for the maintenance of the 
volume of production in the forms that production cur- 
rently assumes, and in a long-run view saving is not a con- 
dition for full employment in any sense at all. 

These arguments are so familiar, and the conclusion 
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about to be stated follows so naturally from them, that 
there is reason to be optimistic about the ultimate general 
acceptance of this conclusion. It would seem that the first 
concern of a society desiring to maintain full employment 
without sacrificing production for market would be to main- 
tain the volume or rate of anticipated consumer spending. 
Here is the fourth elementary principle of a full-employ- 
ment market economy. The application of this principle 
would involve a guarantee by government that the volume 
or rate of consumer spending calculated to be adequate to 
induce production at the full-employment level would in 
fact materialize. To make this statement is to recognize at 
once that “planning versus not planning” is not a real issue 
if full employment is to be maintained, since some plan- 
ning is involved even if direct froduction planning is 
avoided. 

A discussion of how an “adequate” amount of consumer 
spending might be calculated, and of the various implica- 
tions and corollaries of the general proposition as stated, 
must be reserved for later chapters. The proposition itself, 
however, need not be obscure. Consumer spending could 
be maintained by simply maintaining it. Ideally, the guar- 
antee would motivate and result in the anticipated level of 
production for market, thus securing full employment 
without any expansion of public works. In any case, the 
guarantee would tend to fulfill itself by way of payments 
to income made in the course of production for market and 
planned production. Any deficiency in total income arriv- 
ing by the normal channels, or in the spending of income 
actually received, could be made good by distribution of 
extra money income in accordance with any preferred prin- 
ciple. 
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Production Expense and Purchasing Power — the 
Cart and the Horse of Economics 

Imagine a situation in which, as in the world depicted by 
classical economic theory, a state of full-employment equi- 
librium maintains itself automatically.® Partial overpro- 
ductions occur, but the ensuing contractions are counter- 
balanced by expansions in other directions, and the local 
shocks resulting from incorrect foresight and change are 
absorbed without involving the system as a whole in diffi- 
culty, because they are taken up by means of price varia- 
tions — ^including variations in the rate of interest, which 
is presumed to equate the supply of saved money income 
with the demand for funds to finance investment. If new 
money enters, or old money leaves, the stream of circula- 
tion at any point, some upward (downward) pressure will 
be exerted upon prices generally, with production and de- 
mand still continuously maintaining each other by recipro- 
cal action at the same real level as before. In such (imagi- 
nary) drcumstances as these, just because social control is 
by definition absolutely not required to maintain a full vol- 
ume of activity, the question whether the horse of con- 
sumer demand is pulling the cart of producer costs, i.e., 
payments to income, or whether on the other hand the cart 
of producer costs contains a force of its own enabling it to 
propel the horse of consumer demand, is not a question of 
any particular significance. 

8, J. B. Say’s famous theory of markets asserted that general overpro- 
duction or underconsumption was impossible because goods themselves 
furnished the demand for other goods. Said Malthus to this (but the classi- 
cal school took no notice) . “What, I would ask, would become of the de- 
mand for commodities, if all consumption except bread and water were 
suspended for the next half year?” (T. R. Malthus, Princtfles of Political 
Ecommy [ist ed., London, i8ao], pp. 363-364. n.) 
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However, the same cannot be said of a system of planned 
production. Here the sequence of events definitely runs 
from planning, to the incurring of costs in production, to 
the expenditure of income thus received in purchase of the 
output thus produced. The cart certainly has a motor (the 
plan of production) and pushes the horse along.® 

A real market economy may find itself momentarily in 
full-employment equilibrium without control being con- 
sciously exercised to that end — a situation corresponding to 
the ideal theoretical case described a moment ago. On the 
other hand, it may never achieve full employment even 
in the best of years. In any event, as time goes by, the pace 
of the horse and cart will be seen to be very erratic. Ob- 
viously the volume of payments by and to consumers is 
subject to extreme fluctuations.^® The horse without doubt 
is pulling the cart, and occasionally it rather looks as 
though the horse were acting on notions of his own. But on 
the whole, when the horse slows down, it seems as if the 
driver of the cart, grown doubtful of the horse’s constitu- 
tion, were applying the brakes and retarding the horse’s 
progress — ^to the intense discomfiture of the driver himself 
and the various passengers. For some time, then, the hand 
that holds the whip appears to be paralyzed. (Hundreds 
of books and articles have of course been written to explain 
what really happens as the horse and cart go through their 

9. If the horse looks trof in this picture, it may be recalled that at 
any rate the final goal of production planners is a regime wherein scarcity 
has been overcome and all goods are free to consumers. Here indeed the 
horse vanishes. 

10. See National Resources Committee, Structure of the American Econ^ 
omy: Part I, tables, pp. 380, 381, showing the amount and proportion of 
national income paid out, 191 9-37, and consumer income and expenditures, 
1929-38. According to this estimate the dollar amounts of consumer spend- 
ing in the United States, beginning with 1929, were (in billions). 62.3, 
56.6, 49.8, 40.8, 39.2, 43.4, 47.8, 53.0, 56.0, and 51.4. 
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cyclical changes of pace in an uncontrolled market econ- 
omy“ — where government neither provides the cart with 
a motor, in the form of supplementary planned produc- 
tion, powerful enough to keep the wheels from slowing 
down, nor rides the horse like an artilleryman and makes 
him hold his gait.) 

Nineteenth-century America was a world in which the 
enormous natural resources of an ever-expanding domain 
were seized and developed at a feverish pace. A rapidly 
enlarging population supplied the hand and muscle and 
brain for this. Great inventions continually opened up new 
possibilities. The stream of native savings was relatively 
small, and therefore was readily channeled into capital de- 
velopment. Severe depressions occurred periodically, to be 
sure. Moreover, for decades at a time the money supply 
was unable to keep abreast of the growth in production, so 
that price levels were pushed downward, making trouble 
for those producers whose efficiency was increasing at less 
than average speed. In spite of halts and difficulties, how- 
ever, the man of enterprise had so many opportunities to 
throw the natural wealth of the continent and the technical 
magic of the engineer and the brawn of labor into combi- 
nations yielding a profit that the system surged irresistibly 
forward. The businessman certainly expected to sell his 
products to the continuously growing population, but at the 
same time his decisions derived from a sense of adventure 
and optimism at least as much as from any attempt to split 
hairs in forecasting the dollar size of the demand. The 

II. See Wesley C. Mitchell, Bustness Cycles* The Problem cmd Its SeU 
tmg (National Bureau of Economic Research, Inc, 1927), and Gottfried 
von Haberler, Prosperity and Depression A Theoretical Analysis of Cych- 
c&l Movements (League of Nations, Geneva, 1936), to mention merely 
two of the outstanding works on the subject of the cycle that survey a va- 
nety of partly complementary and partly contending theories. 



A Full-Emfloyment Market Economy 1 3 1 

confidence of himself and others like him expanded the 
purchasing power in the hands of consumers and thereby 
in turn provided its own justification. Thus the driver 
cracked the whip (in those horse-and-buggy days' ), and 
the cart got rapidly forward. 

When the best of the private claims on the soil, the for- 
ests, and the mineral wealth of our country had all been 
staked out (a process wherein society ran a gigantic deficit, 
as true accounting would have shown, by transferring its 
assets to individuals for a great deal less than those assets 
were worth), and when the stream of tractable immigrant 
labor began to dwindle, there can be no doubt that the ob- 
jective conditions within which enterprise had to work 
were radkally altered. Invention might proceed as rapidly 
as before, or even more rapidly. The fact remained that 
the domestic territorial frontier was gone, and that labor, 
coming to think in terms of an American standard of living 
and moreover organizing itself more and more into unions, 
was asking a larger share of business earnings. Thus the 
sources of profit were not any longer so obvious. Powerful 
monopolies, entrenched at strategic points, fared very well. 
But to the newcomer on the scene, and the little enterpriser 
generally, the situation appeared less auspicious than it had 
been in earlier times, and the forces that squeezed him 
whenever contraction had once set in were rendered all the 
more relentless by the rise of the economic giants and the 
consequent increasing rigidity of prices other than his own. 
Taking the country as a whole, therefore, it was only natu- 
ral that spontaneous business optimism should suffer a cer- 
tain check. 

We have seen that, if pure competition becomes trans- 
formed into monopolistic competition, the businessman is 
obliged to begin to think of the effect that an expansion of 
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his output will have on the price he will be able to charge. 
He does not so readily become aware of the analogous, but 
opposite, effect that his action will have on income and thus 
on demand — ^for the good and sufficient reason that only a 
very small part, if any, of what he pays out will ordinarily 
come back to him in the form of demand for his particular 
product. All the same, spontaneous optimism about the 
possibility of selling any useful product has of necessity 
been gradually replaced by conscious attempts to forecast 
the demand exactly and — a step beyond that — by a recog- 
nition that the total national demand depends by and large 
on the scale at which production itself pays out income. 

The rapid development of statistical services has played 
an important part in promoting this form of business self- 
consciousness. The reemergence of underconsumption 
theory and related views has also advanced the process. 
The man in the street is something of an underconsump- 
tionist by instinct, and therefore able to see a good deal of 
sense in opinions such as those expressed with varying de- 
grees of skill in the writings of men like Hobson and Major 
Douglas in England and Foster and Catchings in the 
United States, views that generations of orthodox econo- 
mists either ignored entirely or treated as definite heresy. 
In recent years, thanks largely to the efforts of the mone- 
tary theorists to get to the bottom of the problem of pur- 
chasing power and the monetary circulation generally, it 
has no longer been possible for anyone to maintain confi- 
dently that one side of the controversy consisted of sound 
views and the other side merely of a conglomeration of 
crackpot notions. How far the professional economists have 
moved is strikingly attested, for example, by the fact that 
the latest mono^ph on cyclical fluctuations issued by the 
economic intelligence service of the League of Nations 
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concludes that the most decisive measures for bringing 
about a state of equilibrium are policies for stabilizing con- 
sumptiond^ Undoubtedly, the need to maintain purchasing 
power by deliberate action is coming to be more and more 
a part of the conscious thought of experts and the general 
public alike. 

At the same time, it would be a mistake to exaggerate 
the extent to which public opinion on this subject has ma- 
tured. Insofar as consumer markets are supported acciden- 
tally, incidentally, indirectly, or as the result of the pres- 
sures brought to bear by special groups in the community, 
the day is postponed when conscious and deliberate control 
over the flow of purchasing power as such becomes a para- 
mount public issue. Palliatives tend to conceal the need for 
a cure. The palliatives in this case have taken the form of 
injections of purchasing power by means of wartime mone- 
tary expansion, foreign loans to maintain sales in the ex- 
port market, installment selling, fictitious wealth created 
in the stock market, veterans’ bonus, benefits to farmers, 
relief payments, and so on. 

Thus at present American economic thought is confused 
and undecided. We are certainly not unaware of the im- 

12. J. Tinbergen, "Business Cycles in the Umted States of America^ i^ig— 
1952: Statistical Testing of Business-Cycle Theories, II (League of Nations 
Publications, Series 2A, No. 16, Geneva, 1939), pp. 169-170. Compare the 
following statements by Professor Hansen * “It may be that we have reached 
a stage in the development of modem industry in which free enterprise and 
the price system cannot continue to function unless we develop new insti- 
tutions, in cooperation with the central banks, to safeguard the maintenance 
of 'purchasing po^iuer as a <v}hole, ... It is becoming a serious question 
whether modem communities can escape the dilemma either of undertaking 
the maintenance of total purchasing power (leaving private initiative to carry 
on the great bulk of economic activities) or else of taking over the operation 
of all enterprise itself.” Alvin Harvey Hansen, Full Recovery or Stagna^ 
tionf (W. W. Norton & Co., Inc., 1 93^)9 PP* i59“'i^0 5 italics in original. 
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portance of maintaining consumer spending. Indeed it is 
considered to add to the merit of any measure devised for 
some other end that it will, incidentally, expand our pur- 
chasing power.” But on the other hand we are certainly 
not dealing seriously with the possibility of maintaining 
consumer spending directly and absolutely. Officially we 
take the view that such things as the size of the national in- 
come and the volume of production for market are not sub- 
ject to human control — ^but, rather, subjects for hope, fear, 
and speculation. This state of mind is perfectly revealed in 
a comment by President Roosevelt on the prospective 
budget for the fiscal year 1941. “When asked whether he 
did not expect a continuance of the current business volume 
for some time to come, Mr. Roosevelt replied wkh a smile 
that he was not playing the market.”” The remark might 
have been made by almost anybody. Since it happened to 
come from the nation’s chief executive, it will perhaps be 
preserved as a classic long after society has evolved, and 
insisted on putting into effect, a program rendering invol- 
untary unemployment impossible. 

13. The notion that the budget should be balanced only over the cycle 
as a whole, with short-period deficits in time of depression offset by sur- 
pluses in prosperity, has recently gained many adherents. Some economists 
moreover have combined this idea with the proposal to set up semiauto- 
matic mechanisms (operating through the unemployment compensation sys- 
tem, the regular tax system, or otherwise) designed to counteract directly 
the spontaneously occurring fluctuations in consumer purchasing power. To 
catalogue all these proposals — ^which evidently point m the direction of the 
suggestion offered herein — would carry us needlessly far afield. Mention 
may, however, be made of J. E. Meade’s Consumers^ Credits and 
floyment (London, Oxford University Press, 1938) as being in some re- 
spects of particular interest in this connection. 

14. ATtfw York Times, November 25, 1939. Again, in a press conference 
as reported in the Times of February 6, 1940, Mr. Roosevelt ‘‘added that 
in times like these it was hazardous to forecast when the $80,000,000,000 
national income figure might be reached.” 



A FuH-Emfloyment Market Economy 


135 


Conclusions and General Summary, with Emphasis 
on ^‘National Income Insurance” 

This is a convenient point from which to survey the ground 
we have thus far covered, as well as the terrain ahead. 

The assurance of full employment, which is not con- 
tained in policies heretofore pursued by the New Deal or 
in the traditional Republican program, can be achieved 
under comprehensive production planning and presumably 
also under production for market. If on independent 
grounds it is desired to hold planned production within 
well-defined limits, then some device is needed that will 
serve to control the aggregate volume (as opposed to the 
separate components) of market production, enabling this 
basic sector of the economy to achieve a substantial balance 
in its own right and limiting the demands placed on the 
flexible program of emergency public employment. Since 
adequate price flexibility is not a practical possibility, it is 
necessary to conclude that the monetary framework of pro- 
duction (the flow of payments around the production-con- 
sumption circuit) must be dealt with in a fundamental 
manner. Because the use of savings to create capital goods 
ultimately depends on expected consumer demand, interest 
centers on the volume of anticipated consumer spending, 
taken in relation to the net volume of anticipated producer 
costs. And here for various reasons it looks as if the first 
point of attack should be the volume or rate of anticipated 
consumer spending. 

A government guarantee or underwriting of consumer 
spending would actually result, let us say, in the same 
amoxmt of consumer spending as would be brought about 
indirectly, without that guarantee, by an expansion of 
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emergency public employment on a scale sufficient to pre- 
vent the development of unemployment 5 but it would pro- 
duce this expenditure in a way calculated to keep the bal- 
ance between employment in production for market and 
employment in planned production under much more sat- 
isfactory control. Such national income insurance — as it 
might popularly be called — ^would also confer its benefits 
on enterprises producing for market with an impartiality 
and absence of ffirect intervention difficult to achieve in any 
regulation of the cost end of the decisive costs-and-returns 
relationship. 

It cannot be claimed of course that the volume of em- 
ployment depends on the amoimt of anticipated consumer 
spending only. The rate of money wages is also cjf primary 
significance, since the aggregate amount of employment 
offered by producers for market tends to vary inversely 
with the cost to them of hiring labor, as well as directly 
with consumer demand. Moreover, even if anticipated con- 
sumer spending and money-wage levels both remained 
constant, it would still be possible for the amount of em- 
ployment offered to change, either because of a change in 
the amount of production — ^particularly the amount of 
production in the capital goods industries — ^induced by a 
given amount of consumer spending, or because of a change 
in the amount of labor required for a given amount of pro- 
duction. A number of different variable factors can be seen 
to be here involved, and the whole subject is siiffidently 
complex to require a separate discussion. This will be un- 
dertaken next, at the beginning of the third section, which 
will necessarily be somewhat more technical in approach 
than most parts of the two sections now concluded. How- 
ever, it seems highly doubtful that the conclusions sug- 
gested by the ensuing phase of the investigation constitute 
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a set of first principles to which the principle of ‘‘national 
income insurance” is subordinate. The relationship, surely, 
is the other way around. 

The argument already completed, taken together with 
the next chapter, sets the stage for an examination of the 
financial problems connected with the maintenance of full 
employment in a market economy. By what means could 
government fulfill a guarantee of a certain volume of con- 
sumer spending if it gave such a guarantee? What would 
be required to enable the economy to be free of monetary 
impediments at its other vital points? What problems in- 
volving price levels, saving and investing, the hoarding of 
money, and foreign trade and foreign lending (foreign 
investment) demand special consideration? The remainder 
of the third section will be concerned with these and closely 
related questions. No single “solution” will emerge. 
Rather, a number of possible combinations will be tenta- 
tively indicated, with the choice between alternative ways 
of settling each given question left dependent on the va- 
rious practical exigencies that must be accorded their due 
weight in shaping any program of action. 

The reader was warned at the outset not to expect a 
'program for ending unemployment. A program is indeed 
imperatively needed, but the aim of this book is the less 
ambitious one of providing groundwork for such a pro- 
gram. This distinction is stressed again because, if anyone 
carelessly assumes that specific advice is being given to 
public officials when actually the argument is concerned 
with the endeavor to visualize in broad perspective the va- 
rious economic patterns under which full employment 
would be assured, misunderstanding will result. Misunder- 
standing will result if the conclusions are construed as a set 
of proposals for immediate adoption j it will also result if 
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the reader overlooks the fact that the proposals to which 
they might lead are envisaged as having for their objective 
a condition of guaranteed full employment, and not just 
some general mitigation of our present economic difficulties. 

A permanent bridge cannot be thrown across a river un- 
til the nature of the land on the other side of the river has 
been established. A doctor acquires a familiarity with nor- 
mal physiology, and not merely with pathology, before he 
undertakes therapeutic measures to heal the sick. What is 
attempted here is a preliminary survey of the land across 
the river. Or again, it might be considered something in 
the nature of a physiology of normal social health, with 
normal social health purposely defined as a state of affairs 
in which all who are willing and able to work can find em- 
ployment for their energies. The bearing of this kind of 
investigation on the practical art of constructing social and 
economic policies should be perfectly obvious, W the first 
is not a handbook for the second. 
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A Full-Employment Market Economy 




Chapter VI 

The Factors Governing Employment 

T he last chapter dealt in general terms with the 
principle that production and employment de- 
pend, in a market economy, on anticipated con- 
sumer demand. The inference was that society could con- 
trol the volume of employment by underwriting the vol- 
ume of expenditure in consumer markets. Let us now con- 
sider this hypothesis in some detail — ^the assumptions on 
which it rSsts, the qualifications that must be admitted, and 
the additional requirements for full employment sug- 
gested by these qualifications.^ 

Since the essence of production for market is that enter- 
prises adjust their outputs on the basis of comparative esti- 
mates of their expected money receipts and money costs at 
various possible levels of production, and since the receipts 
of the capital-goods industries ultimately depend on the 
prospects of sale of consumer goods, it is plain that the ag- 
gregate amount of employment offered by producers for 
the market does react to the anticipated volume of con- 
sumer spending on the one hand and the prevailing rates 
of money wages (including salaries, fees, and commis- 

I. The effects of (^a) consumer credit, (b) public spending for goods 
and services produced by market enterprise, and (^:) international payments 
are disregarded in this chapter. Chapter vii will consider what allowance 
must be made for these factors, but for the present the reader is asked to 
imagine that all transactions are strictly within the country and all final 
market output is bought by individual consumers for cash. 
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sions) on the other, tending to vary directly with the for- 
mer and inversely with the latter.® 

That is obviously not the whole story. Even if money- 
wage levels and anticipated consumer spending both re- 
mained constant, it would still be possible for the amount 
of employment offered to change. This could happen 
either because of a change in the amount of production 
(particularly the amount of production in the capital-goods 
industries) induced by a given amount of consumer spend- 
ing, or because of a change in the amount of labor required 
for a given amount of production. We shall be largely con- 
cerned in this chapter with these possibilities of variation in 
the demand for labor independent of variation in antici- 
pated consumption demand or current money-'v^age rates. 
For convenience the potentially disturbing variables (the 
“other things” that may fail to “remain equal” in the real 
world) will be arranged under six headings: namely, (i) 
the amount of anticipated -profit needed to motivate a given 
amount of production in the system as a whole; (2) the 
structure of interest and taxes (i.e., net taxes, or taxes and 
subsidies), together with the degree of financial prudence 
with which profit may be calculated, as shown by the ac- 
counting practices followed in making payments to re- 
serves for depreciation, obsolescence, and various kinds of 
insurance before considering earnings as net earnings; (3) 
the way in which the replacement of fixed equipment may 
be spread through time for the system as a whole; (4) the 
prevailing anticipations with regard to the movements of 
various prices in the near and more distant future; (5) the 

2. What counts with the employer of labor is of course the net wage- 
rate cost to him. A payroll tax or payroll subsidy will cause this to differ 
from the wage rate received by the worker, a point whose significance will 
be emphasized in chap. viii. But for the present this distinction will be ig- 
nored. 
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“purely psychological” element, or state of business “co»- 
■fidenc^^; and (6) the technical 'production data, or condi- 
tions with regard to production techniques, consumer tastes, 
absolute efficiency of labor, and availability of natural re- 
sources.® 

However, it seems clear that, except as these “other 
things” fail to remain equal, the amount of consumer 
spending, the rate of money wages, and the volume of em- 
ployment offered are tightly meshed together by the de- 
pendence of consumer-goods production on consumption 
demand, the dependence of capital-goods production on 
consumer-goods production, and the dependence of the de- 
mand for labor on the extent of production generally. In 
productioft for market, it is axiomatic that the money values 
of the different factors of production derive by imputation 
from the money values created in the processes of produc- 
tion and sale. That is, the worth of each type of labor or 
other factor of production to the employing concern will 
depend on the factor’s marginal productivity or specific 
contribution to business revenues (in technical language, its 
marginal value product, which under natural or artificially 
simulated conditions of pure competition will also corre- 
spond to the value of its marginal product), a quantity that 
tends to decline as employment of the factor is increased. 
This is not to say that the employing concern will necessarily 
evaluate production factors with perfect accuracy} hut an 
attempt to do so is an indispensable part of any attempt to 
maximize profit or, more broadly, avoid managerial ineffi- 
ciency. Hence in any given set of circumstances all factors 
of production, including labor or specific types of labor, 

3. The supply of labor is also one of the technical production data, and 
will be considered subsequently, but for the moment attention is on factors 
that affect the demand. 
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have full-employment equilibrium values (or, simply, full- 
employment values), that is, values which, if they also rep- 
resented the actually prevailing factor prices, would just in- 
duce the hiring of the entire supply on the market.^ Wher- 
ever the actual price of a particular production factor ex- 
ceeds its full-employment value, some unemployment of 
that factor may be expected, smce production concerns will 
tend to cut down on its use and if possible substitute other 
factors in their production combinations. Conversely, a fac- 
tor priced below its full-employment value will tend to 
meet with overbidding. Consequently, to the extent that 
the actual price is able to move in response to the down- 
ward or upward pressure developed by the under- or over- 
bidding, an adjustment toward a position of equilibrium at 
full employment of that factor would normally be ex- 
pected, if anticifated consumer spending itself ^ or the 
**other things^ did not change in that 'process of adjust- 
ment. 

But the proviso is all-important. The amount of employ- 
ment offered to a given factor will rise with a decline in its 

4. Two comments should be made. In the first place, the demand for 
each particular factor is influenced m a complicated way by the current 
prices of other factors that are in some degree potential substitutes, so that 
a general and at the same time precise mathematical formulation of the 
full-employment values of all factors simultaneously is perhaps not fea- 
sible, cf. Maurice Tobb’s article on the Cambridge school of economics, in 
Encycl^faedia of the Social Sciences, V, 369. On the other hand this will not 
prevent the employing concern from making the necessary attempt to evalu- 
ate each factor m turn as well as possible, which is all that matters here. 
In the second place, exceptional circumstances can perhaps arise in which 
some factor has a down-sloping supply curve that cuts from left to right 
of the demand curve as it descends, with the result that, within a certain 
range, a lowering of the hiring price will increase rather than reduce the 
amount of unemployment of that factor. This possibility is not of much 
practical importance, however, and can safely be ignored so far as the pres- 
ent argument is concerned. 
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price only if this decline in its price does not introduce 
some new adverse element into the calculations — a decline 
in purchasing power, or a worsening of the “other things,” 
or both — sufficient to neutralize its own effect. It is a mis- 
take to try to use the analytical device of a normal demand 
curve or demand schedule for labor in circumstances in 
which the demand for products is not independent of the 
rates at which labor is paid. 


Wage Rates and the Volume of Employment 

This helps to explain why, in the world in which we live, 
wage cuts are not the cure for unemployment that many 
persons have supposed. The question, whether a lowering 
of money-wage rates will or will not cause production and 
employment to expand, cannot be answered without bring- 
ing in further data relating to the economic situation as a 
whole.® If payrolls and the other components of purchas- 
ing power are not expected to decline, and if the wage re- 
duction produces the opinion (favorable, as we shall see, 
to present as against deferred production) that wage levels 
will have to move upward again a little later, then an ex- 
pansion is likely to result. But if, as may very well happen 
under present-day conditions, the wage reduction is accom- 
panied by a reduction in relief payments, etc. (i.e., if the 

* 

5. Keynes goes to the heart of the matter in the following passage: 
. whilst no one would wish to deny the proposition that a reduction in 
money-wages accornfanied by the same aggregate effective demand as before 
will be associated with an increase in employment, the precise question at 
issue is whether the reduction in money-wages will or will not be accom- 
panied by the same aggregate effective demand as before measured in money, 
or, at any rate, by an aggregate effective demand which is not reduced in 
full proportion to the reduction in money- wages ...” {The General 
Theory^ pp. 259-260 j italics in original.) 



146 Full Employment 

two phenomena occur together as parallel symptoms of a 
relative weakening of labor’s influence in the direction of 
affairs), then consumer demand may fall off to such an ex- 
tent that a contraction of production is more probable. And 
so forth. In short, the answer to the original question may 
be either yes or no, depending on circumstances. 

By contrast, under conditions in which the volume of 
consumer spending was determined independently — ^being 
established, as we are supposmg, by governmental guaran- 
tee — only the “other things” could still vary, and a major 
part of the indeterminateness would therefore be removed 
right from the outset. Thus the ability to work toward full- 
employment wage levels by moving total consumer spend- 
ing upward without changing money-wage rates, or by 
moving money-wage rates downward without changing 
total consumer spending, is the first prerequisite for full 
employment in a market economy. 

Since it should be easier to increase consumer spending 
(that is, assuming the latter to be subject to independent 
determination) than to obtain through collective bargain- 
ing a lowering of money-wage rates, we may suppose that 
the former method would carry the main load in any situa- 
tion in which society set out to eliminate a large block of 
unemployment through an expansion of production for 
market. The same consideration also suggests that the best 
long-jnin price policy, and hence the best policy with re- 
spect to the trend of aggregate consumer spending from 
year to year, would probably not be one that continually 
required reductions in the money returns to the factors of 
production, notably reductions in money wages. We shall 
come back to this point in the next chapter. Our immediate 
concern, however, is with the other relevant variables, thus 
far kept in the background. 
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Necessary Profit, Taxes, Interest, and Other 
Financial Charges 

( I ) In a world of perfect competition the aggregate return 
to the owners and managers of business assets would equal 
the net rate of interest on the sums of money actually in- 
vested by them, plus a return for actual managerial serv- 
ices at a rate corresponding to what would have to be (and 
frequently is) paid to salaried managers instead, plus or 
minus a differential to take care of any dislike or prefer- 
ence for the proprietor’s type of risk, or way of life, as such. 
Some proprietors would be more successful than this, and 
some less. But if the picture as a whole were any brighter, 
then competition would tend to be intensified and produc- 
tion expanded by an increase in the number of enterprises 
or the average scale of operation. And if the prospective 
risk-wages of labor and capital (the earnings of independ- 
ent managership and “risk money”) failed by and large to 
come up to this level, enterprise would tend to contract, 
until the reductions in entrepreneurial money and services 
and the resulting additions to the supply of money and 
services offered for hire to others had restored equality be- 
tween the two types of return. Thus in a perfectly com- 
petitive economy a “neutral” profit situation — one in 
which the motives to expand production in some directions 
would exactly counterbalance the motives to contract'pro- 
duction in others, so that the aggregate value imputed to 
the factors of production would not change — ^would be one 
in which anticipation pointed to zero excess profit, in the 
above sense, for the system as a whole. 

For a number of reasons the anticipation of zero excess 
profit may not be the criterion of stability in the real world. 



1^8 Pull Em'ployment 

The general explanation is that different producers and in- 
dustries are likely to respond differently to their individ- 
ual deviations above or below the normal rate of return. 
Aside from the fact that methods of calculating profit and 
loss will not be uniform throughout the economy, which is 
another matter and will be considered immediately below 
in another connection, a given amount of anticipated excess 
profit in one part of the system may cause an expansion 
either greater or less than the contraction produced by an 
equivalent prospect of loss (as measxxred against the nor- 
mal base line) elsewhere. Where government regulation 
plays a part, production may for long periods of time be 
relatively insensitive to the profit and loss position. What 
is more important, unregulated monopolies canxhoose not 
to expand production in spite of continuing excess profits, 
whereas competitive producers, if losses pile up, will ex- 
perience difficulty in raising more money and will finally 
go out of business — although it is true that in agriculture 
this outcome is frequently postponed for years. 

Insofar as a given enterprise is able to maintain consist- 
ently a rate of return over and above normal wages of 
management, interest on capital sums invested, and pre- 
miums adjusted to the actual financial risks of that type of 
business, it must be concluded that proprietorship has there 
made itself a relatively scarce factor, because of a natural 
or artificially created impossibility of reproducing that suc- 
cessml enterprise, and that the ordinary laws of competi- 
tion are not operating. If a number of important industries 
are in that situation, then it is quite possible that a condi- 
tion of zero excess profits for the system as a whole will 
provide too little incentive to keep production from con- 
tracting. For such of the monopolistic giants as are in fact 
obtaining large excess profits may be slow to expand, and. 
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because the average rate of profit for the many smaller 
concerns will in the stipulated circumstances be below the 
normal level, more and more of the latter may go under, 
pulling the volume of production down with them. The 
excess profits of the monopolists might of course be used to 
finance other enterprises, but the point is that, aside from 
the monopolistic industries themselves, it will be relatively 
hard in that situation to find fields of enterprise in which 
money can pay the current rate of interest and an adequate 
premium for risk. 

It follows that an economy containing large elements of 
unregulated monopoly may have to adjust the relation of 
consumer spending to production costs in such a way that 
a considerable and perhaps growing aggregate of positive 
excess profit emerges, if production is to be kept from con- 
tracting. The large size or growth of the profit element in 
the total national money income is likely in turn to necessi- 
tate budget deficits for the maintenance of consumer spend- 
ing, unless compensatory fiscal measures are applied, which 
is a further reason why a society intending to maintain full 
employment must give thought to the problem of mo- 
nopolistic industries. 

But discussion of the questions to which this line of rea- 
soning leads will be deferred. At this point our concern is 
not specifically with monopolies, nor more generally with 
the fact that the “neutral” profit situation may at a pven 
time be somewhat above or somewhat below a condition of 
zero excess profit for the economy as a whole. At present 
the thing to be noticed is simply that, if the specifications 
of a “neutral” profit position change from time to time, 
this can be expected to cause changes in the amount of pro- 
duction and employment even if it has been brought about 
that wage rates and the volume of consumer spending re- 
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main constant. Here, therefore, is a factor that cannot be 
neglected if the volume of employment is to be strictly 
controlled. 

(2) Let us next consider the broad subject of taxes, in- 
terest, and financial charges generally. In calculating the 
prospects of profit, businesses must deduct from their ex- 
pected receipts not only their operating expenses under the 
heads of wages, rents, and current expenditures for capital 
goods (raw materials, transportation service, fuel, repairs, 
etc.), but also taxes, gross interest, depreciation in the broad 
sense,® and insurance of various kinds. Stated difFerently, 
the values of the factors of production (or amounts that 
management considers them to be worth at the margin, or 
quantities of them that management will be disposed to 
hire at any given set of factor prices) will depend on the 
extent of the deduction made for these various fixed 
charges. Consequently, the fact that the latter are not nec- 
essarily constant provides us with a second reason why the 
amount of employment oflFered may vary even if wage 
levels on the one hand and the volume of consumer spend- 
ing on the other remain vmchanged. 

However, in this case we have a consideration of equal 
or greater importance in the fact that tax charges, at least, 
are controlled by government. That means that the net 
load under this group of headings can be increased or 
lightened by deliberate social action to the end of of setting 
variations of other kinds — of which variations in the neces- 
sary amount of profit, discussed above, may be one — that 
will otherwise cause instability in employment. 

Taxes may be so levied that they tend to discourage the 
employment of particular factors of production, as is true, 

6 . Including obsolescence and, strictly speaking, including depletion in 
cases where wasting assets such as coal or natural gas are concerned. 
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for example, of payroll taxes to finance social insurance 
benefits. Or they may handicap or even completely elimi- 
nate certain particular forms of production. Or, in theory 
at least, they may bear down with equal weight on all en- 
terprises and all factors of production. Hence few generali- 
zations are warranted beyond the obvious one, which is in 
any case sufficient for the present argument, that a rise in 
business taxes will tend to discourage production and em- 
ployment, other things being equal, while a lowering of 
business taxes will tend to have an encouraging effect. The 
precise result in any particular case will of course depend 
on the incidence of the tax in question. All this is equally 
applicable to any subsidy extended to production, since 
subsidies are merely taxes in reverse. A payroll subsidy, for 
example, would tend to encourage the employment of 
human labor specifically, by making the labor factor arti- 
ficially cheap to the managers of production. 

The effect of the interest load on production and em- 
ployment is in part like the effect of the tax load. The 
larger the burden becomes, the less remains for profit, or 
(viewing the same thing from another angle) the smaller 
will be the demand for the factors of production consistent 
with any given amount of profit. The actual gross interest 
charge is of course distributed in accordance with the 
amount of money borrowed and the special circumstances 
of particular loans, such as the estimated risks of default. 

The selective or discriminatory impact of interest on 
production, however, is not fully accounted for by the dif- 
ferences in the actual payments of interest that different 
producers make. Interest discriminates “vertically.” If a 
positive net rate of interest prevails, it penalizes time spe- 
cifically — ^the entire time elapsing between the initiation of 
the first stages of production (such as the extraction of min- 
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erals from the ground) and the sale of a final consumer 
good or service to a consumer. That is, if the good or serv- 
ice is not to be sold at a loss, the price to the consumer must 
include its proportional share of the sum of all the interest 
charges incurred in all the extracting, processing, trans- 
porting, and marketing operations that contributed to it. 
The man who makes ovens for baking bread is burdened 
not only by the interest that he himself pays on the sums 
tied up in his business, but also by the discounting that goes 
into the establishing of the demand for — and hence the 
market value of — ^his ovens; for the baker has to earn in- 
terest on the sums tied up while his oven is gradually re- 
placing its cost by turning out bread over a period of years. 
This accounts for the universally recognized phenomenon 
that the competitive position of relatively roundabout 
methods of production, as against relatively short and di- 
rect methods, is improved by any lowering of the interest 
rate. 

In an ideal theoretical case, with consumer spending 
constant and with foresight well developed, the other fi- 
nancial charges (for depreciation and the like) here 
grouped with taxes and interest would be approximately 
stable or would gradually rise as the economy accumulated 
fixed equipment. The inividual business would be careful 
to keep the value of its assets unimpaired before distribut- 
ing any profits,^ and for the system as a whole the aggre- 
gate amounts currently charged off to cover depreciation, 
obsolescence, fire risks, etc., would be in fairly close balance 

7, “The fundamental principle is that earnmgs cannot be considered as 
net earnings, as real earnings, until there is assurance that the economic 
value of the property of the business, as evidenced by power to earn, has 
not declined during the period in which the earnings are being made. The 
capital fund employed in the business must remain intact.” Arthur S Dew- 
ing, Corf oration Finance (The Ronald Press Co., rev ed , 1931), p. 129. 
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with the aggregate amounts currently spent and received 
for replacements. 

But uniform accounting methods have yet to be devised 
and put into practice, and it is certainly not to be expected 
that the degree of what may broadly be termed the finan- 
cial prudence of production enterprises — as evidenced by 
the setting aside of reserves ahead of net profit — ^will al- 
ways remain constant. Whatever the extent of these finan- 
cial charges at any given time, they of course provide some 
incentive to produce continuously and to keep down idle 
plant capacity, to the end that the overhead costs may be 
spread as widely as possible. The point to consider here, 
however, is that an increase or decrease in financial pru- 
dence, like a rise or decline in the aggregate load of busi- 
ness taxes or fixed interest, can readily cause some variation 
in the amount of production and employment, even sup- 
posing wage levels and consumer spending remain con- 
stant. In these cases, as in the case of a change in the mean- 
ing of “neutrality” in the profit outlook itself, stabilization 
of jobs will very likely require a temporary expansion or 
contraction of public employment and, for the longer run, 
an adjustment of the tax-and-subsidy mechanism or of 
some other factor afFecting the relation between total busi- 
ness receipts and total business costs. 


Replacement Timing, Anticipations, 
and “Confidence” 

The variables thus far discussed may bring about expan- 
sion or contraction of production generally — ^that is, an in- 
crease or decrease in the activity of the consumer-goods in- 
dustries and the capital-goods industries alike — ^although 
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changes in the interest rate also tend, as noted, to create a 
redistribution of production as between shorter and longer 
processes in general. We come now to three possible sources 
of fluctuation in the demand for, and hence the production 
of, capital goods specifically® — ^meaning inventories (or 
working capital and stocks of unsold goods) as well as 
fixed capital plant.® 

With consumer spending, money-wage levels, interest, 
taxes, financial prudence, profit requirements, and the tech- 
nical production data (techniques, tastes, etc.) all constant, 
there may stiU occur certain fluctuations traceable to a 
“natural” irregularity in the time-scheme for normal re- 
placements, to disturbing anticipations of a logical charac- 
ter, or to vague and from most standpoints illogical varia- 
tions in “confidence in general.” Let us consider the sig- 
nificance of these three possibilities in turn. 

(3) Unevenness in the rate of replacement of durable 
goods is held by some economists to be practically an in- 
evitable physical phenomenon, like the procession of the 
seasons, and an important cause of economic instability. It 
is apparent that, even in circumstances in which business 
enterprise is under no pressure to alter or prepare to alter 
the cWacter or scale of its production of consumer goods, 

8, As will appear below, the third of these sources of fluctuation, the 
“confidence” factor, may in theory also aflFect the production of consumer 
goods for current consumption. But for practical purposes it appears realis- 
tic to ^roup this with the factors affecting capital-goods production, 

9. Stocks of final goods accumulated for sale to consumers later on or 
constructed for rental to consumers over a considerable subsequent period 
(e.g,, houses) are included. Production of durable goods such as houses, 
when sold outright to consumers, can logically be regarded as consumer- 
goods production, but it is somewhat more convenient here to consider 
owned homes as individual investments in capital goods, especially since it 
is the factor of durability as such to which attention will next be directed. 
Further consideration will be given to durable consumer goods in the next 
chapter, in connection with consumer credit. 
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there may nevertheless be a kind of qrclical fluctuation in 
the overall volume of production activity, due simply to 
the fact that the replacement of fixed equipment is pro- 
ceeding in waves rather than at a steady pace for the econ- 
omy as a whole. The individual production enterprise re- 
places a part of its equipment periodically rather than con- 
tinuously. If the replacements of different enterprises are 
nicely “staggered,” then the system as a whole will show a 
perfectly even trend. On the other hand, if the replace- 
ments of different enterprises tend to be “bunched” at par- 
ticxdar times (which may occur because inventions arrive at 
irregular intervals, or may result from a tendency started 
in an era of business booms and slumps and carried forward 
because of a certain uniformity in the life span of durable 
equipment), then the replacement factor will in itself in- 
troduce fluctuations as suggested. 

It follows that maintenance of full employment may in 
certain circumstances call for considerable expansion and 
contraction of public works of a construction character to 
fill in the valleys and level off the peaks of normal equip- 
ment or construction activity. Hence at the worst there wiU 
have to be a good deal of resort to the secondary defense 
mechanism of emergency planned production on account 
of this phenomenon. However, it seems likely that, as- 
suming general contractions and expansions of consumer 
purchasing power to be eliminated, the different replace- 
ment waves of varying lengths can be expected shortly to 
cancel each other of their own accord in large part. More- 
over means can be devised, once the problem has been 
studied statistically, whereby producers for market can co- 
operate to attack it consciously and thereby hasten its solu- 
tion. Thus it may well be unnecessary to compensate for 
this variable with public works to any great extent after all. 



156 Full Emfloyment 

(4.) The next influence to be isolated is that of antici- 
pations held with regard to the movements of various 
kinds of prices, since in certain circumstances these antid- 
pations are capable of contracting or expanding the pro- 
duction of capital goods even if the immediate or short- 
run profit indicators are neutral. 

Dedsions as to the scale of output in production for mar- 
ket are ordinarily dependent not only on the levels of costs 
and returns immediately in prospect, but also on the more 
distant future. Where a manager or trader believes that 
the costs that must be incurred, in order to realize returns 
at a later date, are going in the meantime to rise above 
their present levels, he has a logical reason to expand his 
current activities j and conversely in the opposite case. 
Thus production tends to be stimulated to make possible 
the speculative storing up of all kinds of nonperishable 
commodities, for further processing or later disposal, 
whenever business managers and trading spedalists antid- 
pate a not-too-distant decline in the value of money — ^that 
is, a general rise in price levels, no rise in cost levels as 
against the selling prices of the same time period being 
necessary. In addition, regardless of the expected trend of 
particular selling prices or of price levels in general, a busi- 
ness manager who feels that certain money costs of pro- 
duction, such as wage rates, or interest rates, or taxes, are 
going to rise in his industry will have a spedal incentive to 
proceed at once with operations from which the returns 
will be spread over an extended period of time. For, even 
if it means losing money and going into debt for the time 
being, such action will have the advantage of improving 
his future competitive position agamst rivals who fail to be 
equally farsighted. To borrow Keynesian terminology, in 
this kmd of case the "state of long-term expectation” will 
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be such as to raise the “schedule of the marginal efficiency 
of capital” or “investment demand-schedule.” On the 
other hand, an expected decline in certain costs — as a re- 
sult, for example, of a prospective invention or new tech- 
nique — ^will tend to make him hold back rather than saddle 
himself with what may prove to be high-cost equipment. 

This pressure (perhaps heightened by stock-market spec- 
ulation) exerted by fluctuating anticipations upon the current 
volume of production for market depends on uncertainty, 
and consequently on differences of opinion, regarding the 
future movements of the main variables in the economic sys- 
tem. It is therefore apparent that anything that stabilizes or 
makes predictable the course of the general price level, the 
rate of interest, money-wage rates, the rate of introduction 
of inventions (obsolescence), and so on, should make pro- 
duction much less subject to this bnd of disturbing influence. 

Thus it turns out that there are secondary as well as more 
immediate and obvious reasons why anticipated consumer 
spending is the most important single variable in the em- 
ployment equation. For, particularly if the trend of con- 
sumer spending is plotted for a period of years in advance 
rather than simply from year to year, one of the most dan- 
gerously variable factors in the complex of “other things” 
will be in large measure restrained by reason of the greatly 
enhanced predictability of the future course of prices in 
general. In short, by underwriting the future trend of con- 
sumer spending, society will at one stroke not only assure 
the current consumption demand but also remove a consid- 
erable part of the basis for fluctuations in current invest- 
ment demand. Naturally if the future course of the rate of 
interest is also brought xmder social control (a subject to 
which we return later on), that will reduce the possible in- 
stability still further, as will any measures tending to in- 
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crease advance knowledge of wage trends, the rate at which 
new processes will be introduced, and so forth. 

It will still be true that any remaining impulses deriving 
from uncertainty as to future price trends will, unless 
otherwise canceled, necessitate an expansion or contraction 
of the public-employment program, or some other form of 
conscious social action, if full employment is to be main- 
tained. 

(5) The potential sources of instability in production 
just discussed have to do with prognostications of a more 
or less long-run character that are anything but certain to 
prove correct, although, insofar as they modify current ac- 
tions, they may to some extent assist in fulfilling them- 
selves. They have, however, this characteristic,rthat they 
can be assigned to specific happenings expected to occur 
somewhere in the realm of prices. Given the prognostica- 
tions in question, the actions taken in response to them can 
be shown by ordinary accounting methods to be justified — 
or, indeed, required. In contrast to such fluctuations, there- 
fore, stand fluctuations motivated by the “purely psycho- 
logical” factor — ^by a gain or loss of optimism, animal spir- 
its, or managerial “confidence” that is undifferentiated or 
illogical, at least by the test just applied to ordinary price 
anticipations. 

The nature of the distinction involved can be made clear 
by thp use of a somewhat absurd hypothesis. Imagine pro- 
duction for market slowing down and coming to a virtual 
standstill in the face of a guaranteed consumer expenditure 
of a hundred billion dollars a year. To the familiar visitor 
from Mars it would be clear that conditions called for a 
very large volume of economic activity. Yet suppose the 
managers did not want to produce. Of course the notion is 
fantastic. Such a conduct of affairs would demonstrably run 
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counter to the interests of practically everyone in the com- 
munity — not forgetting management, which usually has 
an extra personal stake in business turnover. But, for the 
sake of the argument, let us consider the remedies required 
under this most extreme hypothesis. First, planned pro- 
duction might be expanded to an enormous extent, produc- 
ing a partial or even complete transformation of the econ- 
omy — and one presumably not desired for its own sake, or 
it would have been engineered previously — ^into a system 
of planned production. In the second place, society might 
take the job of reading the market indicators (of antici- 
pated costs as against anticipated returns) out of the hands 
of the unaccoxmtably pessimistic managers, placing public 
employees in charge of the enterprises in question, with in- 
structions to follow the market indicators without pessi- 
mistic bias. 

But even a relatively moderate loss of “confidence,” if 
identifiable as such, presents a social or political problem 
rather than an economic one 5 for organized society will 
evidently be at cross-purposes with the managers of pro- 
duction for market, supposing that the former creates con- 
ditions in which the latter could operate with a normal de- 
gree of business success, and the latter decline to play their 
expected part. Moreover, a severe contraction of this kind 
can scarcely occur in a society committed to a policy of full 
production and the controlled maintenance of purchasing 
power, since trade unions and the rest of the public can be 
counted on to bring pressure to bear to influence or remove 
managers who act in an obviously irrational manner. But if 
it should occur, it will have to be met in one of these ways, 
or full employment will have to be abandoned. 

The opposite case — a major wave of excessive optimism 
— would tend in the first instance to reduce frictional xm- 
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employment to subnormal levels. However, since specula- 
tive operations over a broad front carry the seeds of a later 
reaction, society will be well advised to hold any such de- 
velopment in check through bank-loan policy or otherwise. 

It is hardly to be expected that purely subjective reac- 
tions will ever be without any effect at all on the volume 
of production operations. At the same time, it must be con- 
ceded that to separate the “confidence” factor from the 
other potential sources of instability is easier in abstract 
analysis than it is likely to be in practice, assuming that the 
fluctuations in question do in fact prove to be slight. To 
begin with, what one person may call illogical pessimism 
another may defend as a logical reaction to developments 
that he expects the future to bring forth. It may also be 
difficult or impossible, in case of a minor tendency to con- 
traction, to distinguish a loss of “confidence” as such from 
an increase in financial prudence (as manifested by a rise 
in allowances for depreciation, for example), or, perhaps, 
to distinguish it from a rise in necessary profit as measured 
by the other alternatives actually open to entrepreneurial 
money and brains. Fortunately such distinctions are not of 
primary importance, since the fluctuations in question will 
offset each other or have to be countered by government 
action in the same ways regardless of the terminology used 
in describing them. 

The Volume of Production and the Volume of Em- 
ployment: Changes in Technology, Wants, 
and Other Data 

(6) The foregoing discussion has dealt with possible var- 
iations in the amount of froduction^ and has kept out of 



The Factors Governing Employment l 6 1 

sight the possibility of variations in the amount of labor re- 
quired for a given amount of production. We must now, 
finally, consider how changes in techniques, resources, and 
wants — the objective or technical production data — ^may 
aflFect the demand for the labor factor specifically, by act- 
ing upon the relative productivity, in a market sense, of 
labor and other production factors. And with this we must 
take account of the obvious fact that any change in the la- 
bor supply will alter the amount of employment constitut- 
ing full employment. 

Under the heading of technical production data are to 
be included the state of production technique in the broad- 
est sense — the available machines, devices, methods, skills, 
processes, <and forms of production organization — and the 
state of consumer tastes or preferences. Whether changes 
in consumer taste ever occur spontaneously or whether they 
are always induced either by changes in the distribution of 
income or by suggestion from the production side, by 
means of advertising and so on, is not in question here. In 
any event it is obvious that both tastes and techniques are 
always changing more or less, year in and year out. Also 
included among the technical production data are society’s 
primary resources — ^the size of the labor supply, the abso- 
lute efficiency or intensity of application with which labor 
works (which especially affects the demand for labor when 
this demand is figured on a time basis), and the natural re- 
sources known to be available. These elements too can vary 
from time to time; so far as natural resources are con- 
cerned, change is inevitable. 

The variables in question interact in a complicated way 
and jointly determine how much demand for labor will be 
included as part of a given demand for factors of produc- 
tion in general. It w3l probably often be difficult or im- 
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possible to separate out their effects satisfactorily. For ex- 
ample, in practice an increase in the efficiency or intensity 
of labor commonly reduces rather than increases the de- 
mand for it, because labor is used in combination with ma- 
chines and the added productivity is imputed to the latter 
primarily. The speed-up is a familiar case in point} the 
running of a conveyer belt at a faster rate represents to the 
managers of production first and foremost an improved 
technique, i.e., a higher productivity for their capital equip- 
ment. Yet, taken by itself, a rise in the absolute or in- 
trinsic efficiency of labor should tend to raise the marginal 
utility or productivity of labor in relation to the marginal 
utility of land and capital goods, and, where labor is a com- 
peting rather than a cooperating factor, so that there is no 
question of imputing an increase in the quality or speed of 
the work done to other factors such as machinery, this re- 
sult may be expected. For instance, ditchdiggers may come 
to be preferred in borderline cases to steam shovels, or 
clerical workers to elaborate office equipment such as elec- 
tric filing machines. The demand for labor will also tend 
to be increased indirectly if the value of the factor land is 
reduced through an exhaustion of the supply of known 
nonreplaceable natural resources proceeding more rapidly 
than the discovery of new resources. Overl5dng and ordi- 
narily overshadowing these influences, or their opposites, 
will ^e the pressures induced by inventions and changes in 
taste, which may tip the scales one way or the other so far 
as concerns the relation between the values imputed to 
labor and the economic rent of land (for example, by 
brining about a greater geographic concentration or a dis- 
persion of industry), and which will in any case affect the 
demand for labor as compared with the demand for the 
capital-goods factor. 
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Even if a change in consumer preference merely trans- 
fers a certain dollar demand from one product to another, 
as it must with aggregate consumer spending held con- 
stant, it may easily cause a marked increase or decrease in 
the demand for labor. In the first place, the two industries 
in question may have different elasticities of response to 
changes in demand. This may be a temporary phenome- 
non, due to a technical difiiculty in quickly changing the 
scale of output in one of them — ^as where new plant has to 
be installed before operations can be increased, or where 
crops, once well started, are likely to be harvested in any 
case unless the bottom drops out of the market altogether. 
Or it may be a more or less permanent effect of differences 
in accounting practice or the degree of monopoly power 
prevailing in the two lines of production. In the second 
place, the contracting and the expanding enterprises may 
differ strikingly in respect to the ratio of labor to other 
production factors, as is most obviously true when com- 
parison is made between the mechanized mass-production 
industries and the various service trades. 

Finally, the impact of labor-saving inventions is bound 
to be considerable, since presumably the industrial revolu- 
tion is by no means over but will continue to increase so- 
ciety’s productive efficiency — ^with the corollary that it will 
continue to require an increase in total output to maintain 
any given number of man hours of employment. Cost- 
saving improvements are not necessarily labor-displacing 
devices} an improvement in seed, for example, may be 
primarily land-displacing. However, when a labor-saving 
device is introduced — for example, the continuous auto- 
matic strip mill in the steel industry — ^this by definition re- 
duces employment per unit of product in the business or 
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industry in question, and thus calls for expansion of output 
somewhere if total employment is not to fall ojff. 

The problem raised in such situations is especially criti- 
cal because of the time-lags they characteristically intro- 
duce between disemployment and reemployment. In case 
of a change in consumer taste, the increase in the demand 
for one product coincides with or occasions the decline in 
the demand for another, so that the necessary transfer in 
employment may be described as a process wherein one 
industry pulls workers away from the other, or at least 
draws workers from the common pool of labor even while 
the other is adding its surplus workers to this pool. Where 
a labor-saving device is introduced, however, the mecha- 
nism of disemployment operates independently-r-certainly 
creating opportunities for an increased demand for labor 
to develop elsewhere, but not automatically assuring that 
it will develop, so that the mechanism of reemployment 
may get into action with a good deal of difficulty and delay. 

In favorable circumstances, the opening up of new jobs 
may to be sure be so directly connected with the introduc- 
tion of the labor-saving device that the two phenomena are 
to all intents and purposes tied together. For one thing, 
competition may lead immediately to the widespread in- 
troduction of the device, and this may require considerable 
expansion on the part of some of the producers of equip- 
ment — although certainly it may instead merely substitute 
the production of one type of equipment for production of 
another type, with conceivably a decline in total equipment 
production. For another thing, the innovating concern may 
pass the saving in cost along to consumers, and this, assum- 
ing a guaranteed aggregate of consumer expenditure, will 
enable that concern or others or both to expand production 
because of the increased command over goods and services 
resulting from the price reduction. 
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But these repercussions cannot be taken for granted. It 
may happen instead that the innovating concern has suffi- 
■cient monopoly power so that it holds its selling price and 
its rate of production constant, prevents duplication of the 
machine or device in question — by controlling the patents, 
for instance — and simply increases its profits by the amount 
of the saving in cost that it has efFected. It is no solution 
that these profits are ultimately likely to become part of 
the stream of consumer spending or the stream of demand 
for capital goods. For the critical point about the imme- 
diate situation is that anticipated profit expansion has not 
led to expanded production in the concern in question, so 
that, unless other producers for some reason have decided 
to expand ^eir production on the basis of a (for them) un- 
changed profit outlook, the system as a whole will be fail- 
ing to expand in spite of a larger aggregate of prospective 
profit. In other words, the “neutral” profit position re- 
ferred to previously will have moved in a way unfavorable 
to employment. 

Thus the introduction of labor-saving devices may come 
to the same thing as the development of greater monopoly 
power, whose probable effect in changing the meaning of 
profit “neutrality” for the whole economy, and thus in de- 
creasing the amount of employment that will result from 
constant money-wage rates and constant consumer spend- 
ing, was discussed in an earlier part of this chapter. Or, 
rather, the introduction of labor-saving devices is one of 
the primary forms in which increased monopoly and the 
requirement of increased profit to motivate any given vol- 
ume of production is likely to appear.^® 

10. What happens here might be described as the development of a lag 
in the rate at which, for the economy as a whole, the value of business as- 
sets is imputed back to the primary factors of production, labor and land 
— or, more strictly, as a rise in rate of innovation multiplied by reimputa- 
tion time-lag rate. 
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Evidently, in maintaining full employment in Ae face 
of technological displacements of labor, society will have 
to follow one or both of two courses. It may adjust to its 
monopolistic industries by assuring a relation between pro- 
ducers’ aggregate receipts and costs such as will meet these 
aggregate profit requirements, profits of monopoly in- 
cluded. Or it may take steps to limit these aggregate profit 
requirements by limiting the right of its monopolistic in- 
dustries to operate at the levels yielding them the most im- 
mediate profit. 

In addition, society has the problem of moving workers 
physically from one job to another as production assumes 
new forms. Looking ahead, it seems safe to say that the 
mechanized, mass-production mills and factories are likely 
to provide progressively fewer man hours of employment 
as time goes by. On the other hand, when it comes to ren- 
dering personal services, human labor is so much the main 
component that practic^ly no limitation on employment 
need be envisaged there except the monetary demand it- 
self. However, even though the aggregate demand for 
labor may be constant in a statistical sense, with new jobs 
opening up to offset the disappearance of old jobs, the 
transfers cannot take place automatically, painlessly, or im- 
mediately. For example, if the mechanical cotton picker 
spirits away the jobs of a million field hands in the South, 
their relocation in other regions or readjustment to other 
kinds of work will not take care of itself. It is therefore ap- 
parent that society should give thought to increasing the 
mobility of labor by means of employment exchanges, re- 
trainmg assistance, and so on, to adapting the technical edu- 
cation of youth to the trends in production insofar as these 
can be foreseen, and to encouraging promising new forms 
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of enterprise. In such ways the accepted normal volume of 
frictional unemployment may gradually be reduced. 

The element not yet considered is the labor supply. The 
question is, how the rate of money wages that will just 
yield full employment will move with a constant volume 
of anticipated consumer spending — or, alternatively, how 
the volume of anticipated consumer spending needs to 
move in order to hold full-employment wages constant, or 
in order to fit any preferred trend in fidl-employment 
wages. Naturally the answer hinges as much on changes in 
the supply of labor as it does on net changes in the various 
components of the demand for labor discussed up to this 
point. 

The supply of labor depends on the size of the popula- 
tion, the percentage of the population in the market for 
work, the amount of frictional unemployment rated as nor- 
mal, and — ^if we are reckoning man hours rather than in- 
dividual workers — ^the average number of hours in the 
working year. The percentage of the population in the 
market for work in turn reflects such things as age-compo- 
sition of population, conventional school-leaving ages and 
retiring ages, the amount of sickness or other incapacity, 
income distribution (i.e., the financial incentive to accept 
work on prevailing terms, rather than go on strike or stay 
out of the labor market permanently), and public opinion 
about the merits and demerits of not working. 

In the United States the supply of labor measured in 
man hours is perhaps more apt to fall than to rise in the 
decades just ahead. According to most authorities popula- 
tion totds will be rising rather than declining in this pe- 
riod. However, a progressive shortening of the working 
week, longer periods of education, and earlier retirement 
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will quite likely more than offset any growth in population 
and increase in the percentage of the population of work- 
ing age wanting to hold jobs. If that proves to be the case, 
then the net influence from the supply side of the labor 
market will be exerted in the direction of lifting the aver- 
age full-employment hourly rates of money wages, al- 
though perhaps not the average yearly wage incomes, that 
are consistent with a constant volume of anticipated con- 
sumer spending. 

But at all events, regardless of the course that the sup- 
ply of labor may happen to take, there will always be — 
for any given development shown by the “other things,” 
discussed above, affecting the demand for labor — z full- 
employment money-wage trend as well as a constant-em- 
ployment money-wage trend consistent with a constant 
volume of anticipated consumer spending. So also will there 
be other full-employment and constant-employment wage 
trends consistent with any rate of increase or decrease that 
may be applied to guaranteed consumer spending itself. 

Summary 

The considerations presented in this chapter elaborate the 
“first principles” suggested in Chapter V. They lead to the 
conclusion that, if the “national income insurance” idea 
were carried into effect — ^if the volume of consumer spend- 
ing were underwritten by government, beginning, say, with 
a volume of consumer spending consistent with full employ- 
ment at the money-wage rates then prevailing — ^the prob- 
lem of maintaining full employment thereafter would be 
well on its way to solution. They lead to the further con- 
clusion that, for a full solution, allowance would have to 
be made for a number of secondary variables. Some of the 
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latter (such as the time-scheme of replacements and the 
state of anticipations with regard to price movements) 
would tend to become more nearly constant than they are 
today as soon as control was achieved over the volume of 
consumer spending. Some (for example, the “confidence” 
factor and the power to increase monopoly profits without 
expanding production) might well prove sufficiently dis- 
turbing still to suggest the advisability of special measvires 
to stabilize them at particular times or permanently. The 
remaining net effects of the secondary variables would have 
to be met in other ways — such as by adjustment of the tax- 
and-subsidy mechanism, to change profit prospects, or by 
variations in the amoimts of employment outside of pro- 
duction for market, brought about through the mechanism 
of a flexible program of public work. 

These conclusions assume that economic activity would 
not be curtailed because of inability on the part of pro- 
ducers to find the money required to finance the production 
of goods and services for which adequate markets appeared 
in prospect. Their practical usefulness also presupposes that 
the volume of consumer spending could actually be brought 
under social control. However, before we come to the prob- 
lem of how a guarantee of consumer spending could be 
fulfilled, and other problems of monetary control closely 
associated with that, a chapter will be devoted to some un- 
derlying issues not yet considered — ^to begin withj the 
question of how an appropriate trend of consumer spend- 
ing to be guaranteed might be calculated. 



Chapter VII 

Some Guides to Policy 


A SSUME that government is guaranteeing or under- 
iJk writing the volume of consumer spending and thus 
X JL determining its trend in advance. In addition, as- 
sume for the moment without argument that government 
is perfectly able to fulfill any consumer-spending guar- 
antee it may choose to give. The questions of monetary 
mechanics raised by the latter assumption will be discussed 
in the next chapter. For the moment, however, ^.et us keep 
them m the background in order to clear away some pre- 
liminary problems having to do with the considerations 
likely to determine what kind of consumer-spending trend 
will in these circumstances be decided upon in the first 
place. 


Price-Level Policy 

The volume of consumer spending might be made to rise, 
renmn constant, or fall. As has already been pointed out, 
the cardinal requirement for the operation of the imputa- 
tion principle, and hence for maintenance of employment 
in the sphere of production for market, is not that con- 
sumer spending should remain constant from year to year, 
but only that its course should be known in advance. Equi- 
librium is a matter of the relation existing between ele- 
ments and does not depend upon questions of absolute 
magnitude. 

Since the amount spent in consumer markets will aflFect 



Some Guides to Policy 171 

the price level of consumer goods and services directly, and 
consequently other prices (the wholesale index, for ex- 
ample) indirectly, the decision as to the trend of consximer 
spending will probably hinge on price-level policy. Should 
the general commodity price level — and let this mean, for 
simplicity in discussion, the price level of goods and serv- 
ices sold to consumers — ^remain constant, or rise, or fall?^ 

Society’s productive efficiency in terms of consumer 
goods and services turned out will most likely continue to 
increase as time goes by, with the added yield attributable 
to past capital formation remaining in excess of the deduc- 
tion resulting from current capital formation. The rate of 
capital formation and the related matter of the rate of in- 
terest theruselves raise problems that must be considered 
later on in this chapter. However, deferring those issues 
and supposing that the observation just made holds good 
for the output of consumer goods and services produced for 
sale (and not merely for the total consumption output), a 
stabilization of consmner spending will involve a gradually 
falling price level, while a stabilization of the price level 
will require a gradually rising amount of consumer spend- 
ing. 

It will probably not make a really significant difference, 
once a condition of full employment has been well estab- 

I. It is frequently suggested that the establishment of full employment 
would be likely to make it difficult to keep price levels under control. That 
is, it might result in a sharp upward spiral of price inflation, with rising 
money wages continually leading to an enlarged volume of consumer spend- 
ing, and the latter, by pushing up the cost of living in money terms, lead- 
ing to further increases in money wages. For the present this possibility of 
excessive consumer spending is disposed of, along with the opposite possi- 
bility of deficient consumer spending, by the stated assumption that govern- 
ment is able to fulfill any consumer-spending guarantee it may choose to 
give. The practical problem thus held in abeyance will be taken up in the 
next chapter. 
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lished and the volume of consumer spending brought un- 
der control, whether price stabilization or stabilization of 
consumer spending is elected — or some other, not ob- 
viously contractionist, alternative, such as stable full-em- 
ployment wage rates — ^just so long as the policy chosen is 
consistently maintained and the volume of consumer spend- 
ing that, on the basis of current trends, will give effect to 
that policy is computed and guaranteed in advance. The 
most important consideration is contained in these pro- 
visos. 

However, it is perhaps most likely that stabilization of 
the general price level will be preferred as the long-run 
policy. 

In the first place, the stabilization of consumer spending, 
if it involves falling prices, is subject to the disadvantage 
that falling prices as such tend to have a depressing effect 
on production. As was pointed out in the last chapter, the 
demand for capital goods of various kinds, including com- 
modity stocks held for resale, tends to be stimulated by the 
prospect of rising price levels, and held back if the antici- 
pated trend of prices is downward, the businessmen who 
forecast the change in question being the ones responsible 
for the expansion or contraction in demand. Superimposed 
on this is the effect of price-level movements, when they 
actually do occur, on those who did not forecast them cor- 
rectly. Those who are subject to heavy fixed interest and 
amortization charges on long-run investment in plant, or 
who buy anything supplied monopolistically the price of 
which is administered in such a way as to be “sticky,” will 
find themselves facing additional dilficulties if price levels 
decline, and the total effect therefore will be a higher mor- 
tality rate among business enterprises. 

It may be true theoretically that, if prices were all flex- 
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ible and if everyone knew in advance how the general price 
level was going to move, its future movements would be 
adequately discounted, i.e., reflected in all current prices, 
interest rates and wage rates included. In that case, al- 
though the divergence of individual prices from the gen- 
eral trend would still be important both in prospect and in 
retrospect, causing expansions here and contractions there, 
neither long-term anticipation nor current realization 
would exert any net influence one way or the other on the 
volume of production as a whole. This consideration sug- 
gests that a period of experience with control over the vol- 
ume of consumer spending may make it less important 
than it is today whether the long-term trend of the price 
level is constant, upward, or downward. As a practical mat- 
ter, however, the tendency of a falling price level to de- 
press business enterprise can hardly disappear all at once. 
Hence, in the interest of avoiding the need to find special 
stimuli for market enterprise, or the need to force an ex- 
pansion of planned production, it will probably be wise 
not to choose this alternative. 

The second advantage that price stabilization possesses 
over stabilization of consumer spending is psychological, in 
a simple and obvious sense. An increase in society’s produc- 
tive efiiciency must of course produce the same increase in 
total real income under either policy. But in the former 
case consumers have more money to spend, while in the 
latter they benefit through price reductions.* A rise in 
money incomes can perhaps be counted on to give more 

2. This is obviously not to say that the existence or nonexistence of price 
competition among individual producers depends on what happens to the 
general price level. So far as competition occurs at all in terms of price, 
the businessman has an incentive to find ways of making his selling prices 
low in relation to other selling prices, regardless of whether the average 
price trend is down, or level, or up. 
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satisfaction than a rise in real incomes alone, quite aside 
from any possible connection in practice between price pol- 
icy and income distribution, and even in the absence of an 
increase in population, which increases the number of indi- 
vidual income shares. (In consequence, price stabilization 
may also serve to bring home, with greater force than sta- 
bilized spendmg, the social gains derived from the diver- 
sion of an adequate amount of energy into capital forma- 
tion.) 

Of greater practical importance than the establishment 
of conditions in which money incomes in general will 
gradually rise is the establishment of conditions in which 
money-wage rates specifically will at least not fall. Some 
money-wage rates will doubtless be subjected to downward 
pressure in any system not committed to an extreme ex- 
pansionist policy. On the other hand, for the average of 
these rates to be headed downward will most likely intro- 
duce frictions that can and should be avoided. As we saw 
in the last chapter, the trend of full-employment money- 
wage rates, taken in relation to any given trend of antici- 
pated consumer spending, depends primarily on changes 
in labor supply and in the technical production data, par- 
ticularly tastes and techniques. In the absence of definite 
advance knowledge as to the relative strengths of these 
several influences, it cannot of course be predicted what 
will happen to full-employment wages if the dollar vol- 
ume of consumer spending is held constant. One might 
hazard the guess, for the United States in the present gen- 
eration, that full-employment hourly rates at least would 
not fall. But the very fact that the general yearly or weekly 
money-wage level, or even the hourly money-wage level, 
might concdvably be pushed downward, in conditions of 
full employment, with consumer spending constant, has 
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the efiFect of strengthening the case for a policy guarantee- 
ing a slowly rising volume of consumer spending. Such a 
policy should, for instance, make it very probable that, 
when workers displaced by labor-saving devices secure new 
jobs, they will do so without causing a lowering of money- 
wage rates anywhere. 

The above arguments in support of price stabilization as 
against stabilization of consumer spending have, naturally, 
all the more force as against the greater price declines in- 
duced by a gradually falling volume of consumer spend- 
ing, should such a policy find any supporters. More impor- 
tant, they could, taken alone, be used to establish the case 
that a rising p-ice level will be the most desirable of all. 

There may indeed be advantages in the latter policy un- 
der certain conditions. For example, price expansion will 
probably help to bring about the rapid absorption of a large 
existing volume of unemployment, and, if strictly con- 
trolled so that the point at which prices will level ofF can 
be announced in advance and taken into account in all busi- 
ness calculations, this expansion can probably be stopped 
without causing a production recession. On the other hand, 
a policy of price stabilization possesses certain other desir- 
able features peculiar to it. Price stabilization makes for 
even-handed justice between debtors and creditors, dis- 
courages speculation, obviates the need to change publicly 
adm i nistered or regulated prices repeatedly to keep ^them 
in line with other prices, simplifies reckoning generally, 
and is also perhaps calculated to require less adjustment 
of foreign-exchange rates as time goes by to maintain bal- 
ance in international payments than other price policies — 
a point to be brought up again later on. And since in the 
long run it is not clear that the added stimulus of rising 
prices will be apt to be needed, these additional attributes 
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of a stable price level seem likely to make the latter the 
preferred policy ultimately, which brings us back to the 
conclusion originally stated. 

Lest it appear to the reader that this discussion of price 
levels removes consumer-spending control from the center 
of the stage, it should be emphasized that that is by no 
means intended. If, as we are supposing, the trend of con- 
sumer spending is guaranteed and controlled directly, then 
society will indirectly secure control over the general price 
level. The former control will be precise, while the latter 
will be imprecise whenever the official advance estimate of 
society’s changing productivity in terms of consumer goods 
and services produced for sale itself proves to be inac- 
curate. 

Individually Purchased Consumption Output and 
Other Final Output 

The problem of estimating what trend in aggregate con- 
sumer spending will be most suitable is complicated by any 
factor affecting the amount of consumer spending calcu- 
lated to maintain full employment at any given level of 
money wages, or, viewing the matter from another angle, 
the full-employment wage level and general price level to 
be expected to result from any given volume of consumer 
spending. Three such complicating factors, ignored in the 
analysis up to this point, have to do with (i) the propor- 
tions between consumption output bought by individual 
consumers and other final output, (2) consumer credit, and 
(3) foreign investment. Let us consider these aspects of 
the problem in the order named. 

The amount of mdividual expenditure in consumer mar- 
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kets required to produce any particular price level depends, 
not on the size of the total final output, but on the size of 
that part of the total paid for through expenditure of indi- 
vidual money incomes. An increase in the aggregate output 
of goods and services can involve a decline in the goods 
and services marketed in this way, if other output is ex- 
panding rapidly. 

There may for one thing be an expansion of private 
self-subsistence production and barter areas® — or of groups 
using their own unofficial forms of “money.” Again, a deci- 
sion may be taken to transfer the cost of certain goods or 
services — ^municipal transportation, for example, or milk — 
to the budget and hence to general taxation, the good or 
service thereupon becoming “free” to the individual con- 
sumer. Finally, and this has great immediate importance 
because of preparations for national defense now getting 
under way, there may be an increase in the amount of out- 
put produced for the use of government or the nation as a 
unit. In any one of these cases the ordinary consumption 
price level, and presumably profits, will be higher with 
any given volume of individual consumer spending than 
if that change had not occurred.* Under conditions of the 

3. This may be referred to as a decline in the “coefficient of money trans- 
actions.” See Friedrich A. Hayek, Frices cmi Froduction (London, George 
Routledge & Sons, Ltd., 1931), pp. 1 02-1 05. The total volume of money 
transactions is of course also affected by amalgamation and subdivision of 
businesses and by the extent to which clearinghouse methods are used in 
settling payments among producers, but in the present context the important 
thing is the expenditure m consumer markets. 

The writings of Ralph Borsodi and his fellow “Distributists” (see, e.g., 
the magazine Free America)^ as well as the homestead experiments under 
the same auspices, have served to call attention to the possibility that in 
many cases the retransfer of production from a conventional market basis 
to a small-scale subsistence or direct-use basis would not only make for 
more satisfactory living but also increase efficiency in a narrow cost sense. 

4. So far as foreseen, the change might theoretically cause corresponding 



178 Employment 

opposite sort, the price level will tend to be lower, with 
probable adverse effects on profits and subsequent produc- 
tion for market. 

This is not to say that, in order to prepare for defense 
today, the United States must curtail its normal forms of 
production. The argument to that effect, frequently heard 
from those who advocate cutting ordinary expenditures “to 
the bone” (the consumer being asked to “make the neces- 
sary saaifices” by giving up new houses, for example, for 
the sake of having barracks) is highly fallacious in view of 
the extent to which man power and plant are now unem- 
ployed. Indeed today the defense program provides a 
golden opportunity to achieve full employment by expand- 
ing military and ordinary forms of production, at one and 
the same time, because the concerted effort required for de- 
fense against external threats makes it all the more ob- 
vious that a concerted effort can also be undertaken to build 
the defenses against sickness and want by producing more 
goods and services to meet the everyday needs of life. But 
in a state of full employment the basic conditions of the 
problem are changed. Then it is clear that an expanded 
production of “guns” must imply a reduced production of 
“butter,” and, on the other hand, that a slackening off in 
the “guns” department necessitates an expanded produc- 

changes in the values imputed back to the factors of production, in which 
case price levels would be affected but not profits and profit prospects. If 
foreseen and not thus imputed, it will tend to affect profit prospects (as well 
as prices) immediately. If unforeseen, it will affect realized profits (and 
prices) in the first instance and probably, by sympathy, subsequent profit 
anticipations. Similarly with changes in consumer creit and foreign in- 
vestment. The same principles, relative to profit inducement, apply to any 
changes on the demand side, special mention being made of them just at 
this point because the three kinds of change now under consideration are 
viewed as impinging on normal production for market somewhat from “the 
outside.” 
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tion of “butter” to keep total production and employment 
from shrinking. 

The bearing of this on the problem under discussion 
should be immediately apparent. Approximate control of 
the general price level presupposes that the trend of con- 
sumer_ spending, as guaranteed for a certain number of 
years in advance, will be based on the best available esti- 
mates of the probable trend in the volume of output not 
disposed of through sale to individual consumers as well 
as on estimates of the rate of expansion of productive effi- 
ciency as a whole. In troubled times it may be extremely 
difficult to forecast the trend in armaments production, etc., 
satisfactorily. Perhaps the best solution for this difficulty is 
to have gdvernment expressly stipulate that the amounts 
of constuner spending announced for any year beyond the 
current year are contingent on the absence of substantial 
changes in proportions between ordinary marketed con- 
sumption output and other final output, and that they will 
be revised in case such a change occurs. This will not aban- 
don or qualify the general principle of “national income 
insurance,” and at the same time it will remove what may 
otherwise sometimes prove an important source of unde- 
sired price-level changes.® 

5. The recently discussed Keynes plan for Great Britain, described in 
his Hovj to Pay for the War (Harcourt, Brace & Co., i94o)> proposes to 
“defer” a large volume of consumer income and spending by means of a 
system of compulsory payments into blocked savings deposits, to be released 
in installments after the war. This deferment of earnings would act, in 
conjunction with increased income taxation, to withdraw purchasing power 
from the market and thus prevent a rise in prices during the war when the 
production of normal consumption output is reduced, and later the recap- 
ture and expenditure of these earnings would tend to prevent a postwar 
slump from developing out of an excess of peacetime production over cur- 
rently arising consumer demand. The proposal — ^which might in practice 
also serve as a vehicle for reducing extreme inequalities of wealth and in- 
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Consumer Credit 

No special notice has yet been taken of the possibility that 
consumer cash expenditure may be supplemented or (in 
eflFect) reduced by means of transactions that are not on a 
cash basis. It is necessary now to consider the question of 
consumer credit. 

The custom of granting open-book credit, installment 
credit, and home-mortgage credit® to consumers, enabling 
them to exercise piorchasing power without at the moment 
transferring corresponding amounts of circulating medium, 
has two opposite efFects on the monetary circulation. In the 
first place, it means that a certain fraction of the consumer 
cash spending for any given period represents the payment 
of installments on automobiles, household furnishings, and 
other durable goods bought previously, the liquidation of 

come, or on the other hand might be made to have an opposite effect — 
evidently deals with an important special case coming under the general 
principle here treated, and recommends a special mechanism applicable to 
that case. What is suggested here is (^a) that any expansion or contraction 
of “nonmarketed” output, whether related to the military sphere or not, 
can be treated as one factor bearing on the problem of finding the right 
amount of consumer spending to induce a full volume of production for 
market, and (b) that, if the emergence of what is estimated to be the right 
amount of consumer spending can be aimed at, on special occasions, by 
means that are somewhat indirect and perhaps not subject to adequate quan- 
titative control, It can also be assured at all times, as a matter of general 
policy? 

6. As pointed out by Rolf Nugent in his recent study for the Russell Sage 
Foundation {Consumer Credit and Economic Stability [1939], p. 37), 
home-mortgage credit has the peculiarity that reductions in the amount out- 
standing are accomplished primarily by foreclosure rather than by repay- 
ments out of current consumer incomes, and hence exercise less depressing 
effect on the general market for consumer goods than do comparable re- 
ductions of other types of consumer credit. In the present discussion this 
distinction is ignored for the sake of emphasizing the common principles 
involved. 
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open-book credits with retail merchants, the settling of old 
accounts for services, and the paying off of mortgages} in 
short, this part of expenditure is accounted for, not by 
goods currently produced and acquired, but by goods pro- 
duced and acquired in previous periods. And on the other 
hand, as an offset to this, a part of the output currently sold 
to consumers is marked as due for payment in later pe- 
riods. 

If the volume of outstanding consumer credit could be 
coimted on to remain constant, the phenomenon itself could 
be disregarded from the standpoint of the overall quanti- 
tative aspect of monetary circulation. The use of time-pay- 
ment plans would still considerably affect the competitive 
positions of different producers, but for producers as a 
whole the current costs not covered by current receipts 
from consumers would be exactly counterbalanced by the 
current receipts from consumers against which there would 
be no corresponding current costs. 

On the other hand, an expansion of outstanding con- 
sumer credit normally implies that current receipts are to 
that extent not expected or required to cover current costs. 
The additional goods to be paid for later, like capital equip- 
ment created for use in industry, or houses built to be 
rented, represent to their producers an additional invest- 
ment expected to be profitable tJtimately. For the mo- 
ment, however, if the volume of consumer cash spending is 
not contracted correspondingly, the volume of consump- 
tion output sold for cash grows smaller in relation to pro- 
ducers’ aggregate cash receipts, because the volume of con- 
sumption output sold on credit is growing larger, so that 
prices tend to rise, the profit situation is somewhat im- 
proved, and production expansion is likely to be encour- 
aged. In the opposite case, where the volume of outstand- 
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ing consumer credit is contracting, a given volume of cash 
transfers by consumers to producers will sustain a some- 
what lower price level for current output than if the vol- 
iime of discharges of old obligations were not increasing, 
and production also is likely to be depressed as a result. 

It may be that, when more attention is focused on this 
potentially unstabilizing role of consumer credit in the 
economy,^ steps will be taken to limit its expansion and con- 
traction} for instance, the terms of credit sales of durable 
consumer goods might be regulated. Moreover, while con- 
sumers will certainly continue to require either credits or 
cash loans from some source — ^whether from other con- 
sumers, from banks and various intermediary financing 
agendes, from merchants and manufacturers, 05 from gov- 
ernment — at least for emergencies and for obtaining pos- 
session of certain of the most expensive items of consump- 
tion, it is possible that the amplitude of consumer-credit 
fluctuations will automatically grow less if conditions are 
established ending depressions and assuring a general abun- 

7. Theoretically, of course, consumer credit might be a stabilizing influ- 
ence, especially in an economy in which, as at present, consumer cash spend- 
ing is subject to fluctuation, i.e., it might expand (contract) to cushion a 
contraction (expansion) in cash expenditure. Actually the reverse has been 
the case in recent American experience, since the small contracyclical move- 
ments of what may be called consumers’ deficit financing have l^en swamped 
by the large movements, conforming to the cycle, of consumers’ capital fi- 
nancing or installment credit. Thus Nugent reports that “the outstanding 
amounts of consumer credit increased between the close of 1923 and the 
close of 1929 by almost four billion dollars, declined between the close 
of 1929 and the spring of 1933 by almost as large a sum 5 and expanded 
again between the spring of 1933 and the fall of 1937 to above the 1929 
peak.” Nugent’s estimates for aggregate outstanding consumer credit at the 
dose of 1923, 1929, 1933, and 1937 are 4.4, 8.2, 4.8, and 8.3 billions re- 
spectively, these figures however including some 15 to 20 per cent of cash 
loans and excluding home-mortgage credit. (Consumer Credit and Eco- 
nomic Stability^ pp. 18, 1 1 6, 147—148.) 
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dance o£ goods. Thus it may grow less under permanent 
full employment. 

Such forecasts, however, are speculative. For present 
purposes the point to note is that expansions and contrac- 
tions of consumer credit will to some extent tend to raise 
and lower respectively the general price level, and also the 
profitability of production, in a context of given costs and 
a given aggregate of consumer cash spending for the prod- 
ucts of market enterprise. Hence in the first place govern- 
ment in a full-employment market economy will presum- 
ably keep itself as fully informed as possible regar^ng the 
current volume of outstanding consumer credit, by calling 
for reports on this subject. And in the second place the 
trend of consumer spending guaranteed in advance will 
perhaps be quoted net of changes in consumer credit rather 
than purely and simply in terms of cash. That is, the con- 
sixmer spending announced for a particular year might be, 
for example, lOO billion dollars on the assumption that 
outstanding consumer credit remains at the same level as 
in the year preceding, but 99 billions if consumer credit ex- 
pands by a billion, 10 1 billions if consumer credit contracts 
by a billion, and so on. In practice, however, if consumer 
credit has become relatively well stabilized, it may be con- 
sidered desirable to dispense with this refinement. For 
prices will then be little affected, and any disturbing in- 
fluences upon the volume of production for market can be 
assimilated with those from other sources already discussed 
in the preceding chapter, the net result of all of them being 
counteracted through the tax mechanism or otherwise, with 
minor expansions and contractions of the public-employ- 
ment program insofar as these are indicated by the state of 
the employment index. 
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Foreign Investment 

A THIRD factor not yet taken into account, except in the re- 
marks with which the introductory chapter opened, is for- 
eign lending or, more familiarly, foreign investment. It is 
convenient to develop the main argument of this book in 
terms of a national economy regarded as if it were a closed 
system or self-contained economic world, without either 
trade or lending relations with other countries. This is sat- 
isfactory from the standpoint of analysis because it is a 
relatively simple matter to modify the statements that ap- 
ply to a closed system so as to accommodate them to an 
actual, open system. And it is desirable because, for a coun- 
try like the United States, the only realistic approach to a 
stable solution for the imemployment dilemma appears to 
be the approach by way of domestic economic policy. At the 
same time the importance of the whole subject of interna- 
tional transactions makes it necessary to devote more space 
to it than to the points discussed just above. 

At the outset it may be well to return to certain general 
propositions that were set down as landmarks in the Intro- 
duction. If the unemployment problem can be solved at 
home, then all kinds of additional benefits in the form of 
a higher standard of living can be achieved through wise 
measures calculated to secure an interchange of products 
with„ other countries in accordance with the principle of 
comparative advantages. On the other hand, if the attempt 
is made by a given nation to secure full employment itself 
by means of a shrewd international policy, then, even if 
by chance that attempt proves successful for the moment, 
no permanent solution will have been achieved, but only 
an intensification of international rivalries that may lead 
in the end as far as war. This of course does not deny that 
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efforts to cooperate internationally against unemployment 
are highly desirable, but it would be unfortunate indeed 
if no country could hope to secure full employment until 
conditions grow ripe for full international cooperation. 

From the standpoint of maintaining stable full employ- 
ment at home, two major requirements with respect to 
foreign trade and foreign loans need to be considered. In 
the first place, the vital part played by monetary policy in 
the economics of full employment, especially under pro- 
duction for market, makes it clear that an independent do- 
mestic monetary policy is essential, that decisions as to the 
rate of consumer spending, price level, interest rate, and 
so on must not be dictated by the trend of international 
payments., In the second place — and here it is a question 
of the character or composition of the stream of interna- 
tional payments — ^the home economy must be guarded 
against such fluctuations in the aggregate incentive offered 
to home producers as can be occasioned by large net ex- 
pansions and contractions of foreign markets associated 
with the foreign investment or lending process in par- 
ticular. 

The first of these reqviirements implies some mecha- 
nism other than domestic monetary policy itself for secur- 
ing a continuing balance between aggregate out-payments 
(resulting from merchandise imports, services rendered by 
foreigners and similar “invisible” items, and the transfer 
of funds abroad on capital account) and aggregate in-pay- 
ments (representing receipts for merchandise exports and 
the other corresponding items). Temporarily a disparity 
can be covered by credit. If the disparity persists, it can be 
covered over somewhat longer periods by the export or 
import of gold — ^in theory up to the point where gold is 
no longer physically available, in practice up to the point 
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where monetary convention makes a country unwilling to 
part with (or, conceivably, accept) more gold. Since the 
United States today is the holder of some three fourths of 
the world’s stock of gold, enormous quantities of it could 
easily, in this exceptional instance, be sent abroad, either to 
settle a persistently adverse balance of payments, should 
such a state of afFairs develop, or to carry out some pro- 
gram for redistributing gold reserves to other countries. 
In general, however, except for a major gold-producing 
country, there are natural or artificial limits to the flow of 
gold in one direction, so that after a while it is essential 
that the forces producing such a flow be somehow neutral- 
ized. Under the old international gold standard, this was 
supposed to happen, and for a number of years did happen, 
“automatically,” through the mechanism of changes in rela- 
tive price levels and relative interest rates. The country 
sending out gold experienced a shrinkage of circulation 
that deflated its prices and money incomes and thus stimu- 
lated exports and discouraged imports, as well as a rise in 
interest rates that attracted foreign lenders, while the 
country receiving gold was subjected to the opposite ef- 
fects, so that the net result was a correction and very likely 
a reversal of the original disparity in payments. Quite 
aside, however, from the question whether it would be pos- 
sible for such a mechanism to operate without jamming in 
future, the attempt to make it operate would squarely con- 
flict -vtith the policy of regulating the monetary circulation 
in the interests of domestic full employment. Hence the 
essential balance between in-payments and out-payments 
has to be assured by other devices. 

Generally speaking, two types of solution are possible: 
(l) some form or other of rationing of exchange, and (2) 
recognition of the principle of unlimited flexibility in ex- 
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change rates, as opposed to flexibility limited to the im- 
mediate vicinity of fixed mint pars of exchange. The for- 
mer arrangement (exchange rationing) chokes off any 
tendency for imports, etc., to exceed or fall short of ex- 
ports, etc., in value by preventing the unbalancing transac- 
tions from taking place. On the other hand flexible ex- 
change rates keep in-payments and out-payments in line 
through the eflFect on international transactions of changes 
in the value of domestic money in terms of foreign money j 
an excess of out-payments, for example, raises the price of 
foreign exchange imtil the discouraging effect of this on 
importers and others with payments to make abroad and 
the encouragement given to exporters and other recipients 
of foreign payments restores a condition of balance. 

Both types of solution are familiar in current practice. It 
is clear that the former is more or less in accord with the 
spirit of production planning, while the latter, since it se- 
cures its effect directly by way of individual reactions to 
buying and selling prices, is closer to the philosophy of 
production for market. The first precept of a full-employ- 
ment market economy with respect to its foreign transac- 
tions will therefore presumably be that pars of exchange, 
and the value of the domestic monetary unit in terms of 
gold, shall be variable rather than fixed. 

It will still have to be recognized, however, that move- 
ments of exchange rates entail certain definite disadvan- 
tages. If currency depreciation is interpreted abroad'as an 
act of economic aggression — that is, as a device designed to 
give special advantages to exporters rather than merely 
correct an inequitable existing disadvantage — ^it will pro- 
duce international friction and, very likely, retaliation. If 
exchange rates are perpetually moving, not merely a point 
or two but over a wider range, so much uncertainty is m- 
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troduced into the calculations of exporters and importers 
that foreign trade may well be seriously discouraged. The 
mere possibility of such fluctuations may also result in 
large short-term capital movements based purely on specu- 
lation as to future changes in rates, which in turn may con- 
siderably accentuate the exchange instability. 

It is therefore a foregone conclusion that, while a full- 
employment market economy will vary the exchange value 
of its currency without hesitation when this proves neces- 
sary to correct a deeply rooted tendency for out-payments 
to exceed or fall short of in-payments at the existing valua- 
tion, it will also take steps to avoid needless exchange fluc- 
tuations. Hypothetically it may be assumed that every ef- 
fort will be made to establish a currency valuation that will 
thereafter secure a balance of transactions, thus tending to 
maintam itself j that gold will be used, at least in the near 
future, as a balancing item to settle temporary disequi- 
libriaj that the monetary authorities will carry on active 
dealings in foreign exchange (with or without a special 
stabilization fund) to prevent short-period fluctuations} 
that, over and beyond the kind of reverse rationing of ex- 
change represented by such marginal dealings, government 
will quite likely place actual restrictions on certain types of 
private transactions — ^for example, speculative short-term 
lending} and that, if and when it becomes necessary to 
establish a new currency valuation, it will be considered an 
advadhtage if this can be done by international agreement 
according to a well-understood formula precluding the 
possibility of currency wars. 

As previously mentioned, the desirability of avoiding 
unnecessary movements of exchange rates will presumably 
also be one of the factors taken into account in the framing 
of domestic monetary policy. Home requirements will still 



Some Guides to Policy 1 89 

be paramoiint. But it will be sensible to have domestic 
price-level policy, as reflected in the decision taken with 
regard to the trend of consumer spending, geared to the 
expected trend of world prices, provided in the first place 
that the latter trend seems reasonably clear, and in the sec- 
ond place that to follow it involves no appreciable sacrifice. 
For example, it was suggested above that the choice be- 
tween a constant and a slowly falling price level may in 
certain circumstances be less a matter of indifference on 
purely domestic grounds than the choice between a con- 
stant and a slowly rising price level. In that case, it may be 
politic to elect a constant price level if world prices are ex- 
pected to be constant, and at the same time impolitic to 
choose a falling price level if world prices are expected to 
decline. 

As far as concerns domestic interest-rate policy, on the 
other hand, it seems rather unlikely that a country like 
the United States will be disposed to wait on the rest of the 
world, supposing the United States alone establishes a full- 
employment economy. As will be pointed out below, there 
may well be more at stake in the decision about the rate of 
interest than in the decision about the price level at which 
transactions are to be effected. But if an independent na- 
tional interest-rate policy is followed, this strengthens the 
probability that special measures will be needed to deal 
with the problems of foreign lending or foreign investment 
— ^long-term (i.e., the acquisition, transfer, and retirement 
of securities) as well as short-term. 

If no net foreign lending, positive or negative, is taking 
place, then in a condition of balance between in-payments 
and out-payments the dollar costs of Americans for goods 
and services imported — ^their costs on current account — 
will clearly be just equal to their dollar receipts for goods 
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and services exported. In other words, sales to foreigners 
will provide an outside market exactly as large as the por- 
tion of the home market given up to foreigners, so that on 
the whole the existence of foreign transactions will furnish 
home producers no special motive either to expand or to 
contract. It is true that the dollar costs and receipts of home 
producers — as distinguished from those of home producers 
and consumers taken together — arising directly from the 
purchase and sale of foreign exchange will not be automati- 
cally equated except by coincidence. For the amounts paid 
for foreign exchange by consumers (Americans traveling 
abroad for pleasure, sending gifts to foreigners, and so on) 
will normally differ somewhat from the offsetting amounts 
received in the first instance by consumers (such as interest 
and dividends on their foreign investments, fhe dollars 
acquired by foreign tourists in the United States, etc.). But 
this is a minor consideration and can safely be disregarded.® 

Foreign lending, on the other hand, has important spe- 
cial implications of its own. Since a net movement of capi- 
tal fimds one way or the other necessarily means, in a con- 
dition of balance between in-payments and out-payments 
in the aggregate, that an equivalent excess of payments for 
merchandise and services is moving in the opposite direc- 
tion, it is clear that markets for goods and services pro- 
duced at home will tend to be expanded by foreign loans 
and contracted by borrowings or repayments from abroad. 
A favorable trade balance made possible by loans to for- 
eigners gives home producers a larger aggregate dollar 

8. Strictly speaking’ its implication is that any small adjustment of the 
volume of consumer spending assignable to the need to neutralize an addi- 
tion to or subtraction from consumer purchasing po-wer arising thus out of 
foreign exchange as such calls for some kind of equivalent production sub- 
sidy or tax if It is desired to hold the scales of positive and negative in- 
ducement to production exactly even. 
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market for their output, with a given amount of domestic 
consumer spending, or in other words requires a smaller 
fraction of a given output to be sold at home against a 
given amount of domestic consumer spending than is the 
case where imports are as large as exports. In a correspond- 
ing manner the loss of export markets, not offset by an 
equivalent reduction of imports, resulting from a cessation 
of this lending will eliminate the special advantage to home 
producers, and the subsequent repayment of the loans will 
reverse it. 

In its effect on price levels and on the stimulus to pro- 
duction associated with any given volume of domestic 
consumer cash spending, foreign lending can thus be lik- 
ened to an expansion of consumer credit. Where it takes 
the form of a direct investment (such as the setting up of 
a foreign branch factory by a home company), or of a loan 
tied to the export of specific goods, or of any kind of lend- 
ing abroad by home producers, it is clear that producers 
are making what they estimate to be a profitable invest- 
ment. Hence in these circumstances, as in the case of con- 
sumer credit voluntarily granted for the sake of promoting 
sales, the expenditures for foreign exchange in question are 
not reckoned as current costs. Only if the loans are made 
by individual consumers, and this is permitted to reduce 
domestic consumer expenditure, may home production not 
be stimulated. That is, in a system in which aggregate con- 
sumer spending is not controlled, the buying of a large 
volume of foreign securities by consumers will probably 
contract home markets somewhat and may contract them as 
much as it expands export markets. With aggregate con- 
sumer spending held at a prearranged level, however, 
home producers will experience a stimulus from foreign 
lending by home consumers just as much as from equiva- 
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lent foreign loans made by themselves, vinless the addition 
to consumer spending created to oflFset its contraction on 
account of the required purchase of foreign exchange by 
consumers is financed by a corresponding net increase in 
taxes on production. 

It follows that the existence of foreign lending, while it 
need not conflict with the maintenance of control over the 
volume of home employment, will necessitate the adoption 
of compensatory measures such as are not required by for- 
eign transactions on current account. The net amount of all 
lending may reasonably be expected to be negative in a 
young country requiring foreign assistance for the develop- 
ment of its resources, positive as the country matures to the 
point of lending to other countries, and finally again nega- 
tive as these loans in turn are paid off. Like the anticipated 
trend in the proportions between consumption output sold 
to individual consumers and other final output, and per- 
haps also in the volume of consumer credit outstanding, 
the anticipated trend in foreign lending can be a special 
factor taken into account in calculating the trend of con- 
sumer spending to be established by guarantee. Or, if the 
prospects seem too uncertain, the amounts guaranteed can 
be made subject to revision for this as for the other factors. 
Any effects from capital movements not allowed for by one 
procedure or the other can be compensated in the ways al- 
ready referred to in connection with unexpected domestic 
fluctfiations of all kinds — by tax revisions or other meas- 
ures changing the relation between producers’ receipts and 
costs, accompanied by expansions and contractions of pub- 
lic employment as may be necessary. 

Practically speaking, however, some direct public regu- 
lation of foreign lending will quite likely materialize, for 
other reasons. Speculative short-term capital movements 
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may necessitate undvily large direct dealings in foreign ex- 
change by the monetary authorities to hold the exchanges 
steady, and may also conceivably lose the stabilization ac- 
count more money than may be held warranted for the 
sake of preserving this privilege to speculate. If low inter- 
est rates at home cause a heavy migration of long-term 
funds in search of a higher return in other countries, this 
also may entail several undesirable results. 

For one thing, it may cause the exchange value of the 
currency to decline, producing a worsening of the terms of 
trade (or lowering of the return in actual goods and serv- 
ices obtained for goods and services exported) to the point 
where the added interest gain to the lending individuals is 
more than, offset, at least prior to the repayment of the 
principal of the loans, by the social loss through selling 
cheap and buying dear. 

For another thing, the political effects may be unfor- 
tunate. The process of lending abroad presumably implies 
its own cessation and the eventual repayment of the loans 
— and hence a future transition from a favorable to an un- 
favorable trade balance. As noted above, to an economy 
prepared to vary its exchange rates and to take capital 
movements into account in planning the trend of domestic 
consumer spending and otherwise, the transfer problem, or 
problem of making or accepting the required foreign pay- 
ments, should be perfecdy soluble at every stage of this 
long cycle. Repayment through an enlargement of imports 
will not depress home production if consumer spending at 
home is deliberately geared to a corresponding degree of 
expansion. But this does not eliminate the risk that, in the 
process of assuring collection of interest and principal pay- 
ments on the loans in question, the lending country may 
establish control over the borrowing country to an extent 
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incompatible with the best interests or even the independ- 
ence of the latter. This again suggests that large-scale for- 
eign lending should not be undertaken in haphazard fash- 
ion, but rather should depend on considered national policy 
— that is, unless or until it is possible to organize it on the 
basis of constructive consultation and agreement among 
nations generally. 


Capital Formation and Interest-Rate Policy 

When employment is allocated to capital formation or, as 
some might prefer to say, to investment — ^that is, to the 
production (maintenance, replacement, or expansion) of 
capital goods and services® — ^the possibility of creating con- 
sumer goods and services is increased for the future but re- 
duced for the time being. The social importance of the 
choice as to the extent to which current real income shall 
be curtailed for the sake of raising the standard of living 
later on is self-evident. Clearly it is an integral part of any 
program intended to maximize welfare or satisfactions to 
see to it that the rate of capital formation is subject to the 

9. The choice of terms in such a discussion as this is a difficult one, since 
usage varies widely. Let us refer to the physical process of producing capi- 
tal goods (inventories in the broad sense as well as fixed equipment) as 
‘‘capital formation” (or sometimes, with special emphasis on the total, 
“gross capital formation”), to the nonexpenditure of money receipts as 
“saving,” to the holding of money in currency or demand deposits as 
“hoarding,” and to the use of money savings to buy bonds, stocks, savings 
accounts, insurance policies, etc., as the “investing” of these savings Occa- 
sionally It is useful to substitute “rate of social saving” for “rate of capi- 
tal formation,” giving “saving” in this connection a real instead of a mone- 
tary significance. “Net capital formation” involves some difficulty, since it 
may be taken to mean the net addition either to the volume or to the value 
of capital goods, however, the point at issue is not of importance for the 
problems considered in this book. Durable final goods such as houses are 
here regarded as capital goods; cf. above, p. 154 and n. 9. 
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control of the general public over the course of the years. 
Moreover, temporary fluctuations in this rate will tend to 
upset the established forms of production, and to cause fluc- 
tuations in prices and profits by expanding and contracting 
current consumption output, so that it is desirable that such 
variations be minimized. 

One of the factors controlling the rate of capital forma- 
tion is the rate of interest, which at once suggests the de- 
sirability of having the rate of interest more or less stable 
(presupposing that mechanisms other than induced in- 
terest-rate fluctuations are available for controlling the 
volume of economic activity) and at the same time re- 
sponsive to public opinion. This conclusion is very much 
reinforced, when it is recognized that fluctuations and an- 
ticipated fluctuations in the rate of interest can cause diffi- 
culties by way of their effect on the extent of hoarding 
within the economic system, that is, their effect on the 
amount of money held, either in demand deposits or in 
currency. It may also be recalled from the last chapter that 
speculative anticipations of price changes, interest changes 
among them, can directly affect the volume of capital- 
goods production — z further argument for having the rate 
of interest controlled and planned in advance. 

Evidently the rate of capital formation, the rate of in- 
terest, and the quantity of money are connected through a 
complex web of relationships, and it is necessary to attempt 
to disentangle the main strands. * 

Within the sphere of production for market proper, the 
rate of capital formation tends to vary inversely with the 
rate of interest, since, as pointed out in Chapter VI, the 
competitive position of long or roundabout production pro- 
cesses is improved if the penalty for consuming time is 
lightened. For any given interest rate, if the technical pro- 
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duction data and other conditions of the problem never 
changed, all capital goods would have determinate values, 
demand and supply continuing to intersect at the same 
point, so that no inducement would exist either to expand 
or to contract the stock of capital goods in use. If this stock 
were consumed at a constant rate (fixed equipment wear- 
ing out gradually} raw materials, fuel, etc., making their 
contribution and disappearing all at once), then presum- 
ably the rate of production of capital goods needed to make 
good this loss through use would be stable also. In short, 
gross capital formation would be constant at a rate just suf- 
ficient to make net capital formation equal to zero. At any 
lower rate of interest, gross capital formation would be 
larger} at any higher rate, it would be smaller} with a fall- 
ing rate, it would rise, net capital formation becoming posi- 
tive} with a rising rate, it would fall, net capital formation 
becoming negative. 

In practice this dependence of the rate of capital forma- 
tion on the rate of interest will appear as a tendency only, 
being modified and sometimes obscured by the operation 
of several other dynamic factors, particularly speculative 
anticipations regarding the movements of various kinds of 
prices, as previously noted, and changes in the rate of physi- 
cal destruction of capital goods and the rate at which in- 
vention renders existing equipment obsolete. Under condi- 
tions like those prevailing in nineteenth-century America, 
such ^additional factors as population growth and the open- 
ing up of new territory obviously are critical considerations 
also, and so is the discovery of new natural resources, a fac- 
tor rather similar to invention. 

Any sudden destruction of considerable quantities of 
capital goods — as by war, fire, flood, earthquake, or some 
other catastrophe — creates a demand for replacements, and 
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the ensuing reconstruction constitutes a sudden increase in 
capital formation. The obsolescence factor operates in a 
somewhat more complicated manner. With any given rate 
of introduction of new inventions, gross capital formation 
has no particular reason to fluctuate, since the regular nor- 
mal loss or consumption of capital equipment includes its 
obsolescence as well as its physical depreciation, and its 
“normal replacement” implies not merely the periodic sub- 
stitution of new machinery, etc., for old as the latter wears 
out, but also the substitution of more efficient types of ma- 
chinery, etc., for old models. The more rapid the pace of 
innovation, the higher the rate of obsolescence on the one 
hand and of gross capital formation on the other (except, 
in the latter case, as innovation involves alterations in pro- 
cedure not* associated with corresponding alterations in 
physical equipment, as may occur in connection with sim- 
plifying or economizing inventions). Gross capital forma- 
tion tends to remain constant, however, and net capital for- 
mation at zero, so long as the pace of innovation itself does 
not change. On the other hand, if such a change of pace 
occurs — ^perhaps as the result of an unusually large num- 
ber of disconnected inventions turning up at about the same 
time, or because a major technological advance produces an 
important new industry, such as automobiles or radio — 
capital formation will normally be changing in the same 
direction, even though the rate of interest is constant. 
Whether the new rate of capital formation maintains itself 
thereafter or whether a reversion to the old rate occurs, or 
a shift to some third rate, will then depend on the subse- 
quent course of invention. A sudden and temporary burst 
of invention may also bring in its wake, in later years, 
something of a wavelike expansion and contraction of the 
aggregate volume of replacement construction. 
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For several reasons, therefore, in spite of a steady inter- 
est rate, the rate of capital formation within the sphere of 
production for market proper may well be uneven. But the 
rate of interest is still a decisive factor. 

The rate of saving for the economy as a whole will de- 
pend not only on the saving occurring in the market sector, 
but also on that resulting from the expenditure of public 
revenues for capital formation within the sphere of planned 
production. As noted elsewhere, the simplest offset to a 
temporary contraction or expansion of construction in the 
sphere of market enterprise will be a corresponding ex- 
pansion or contraction of the construction projects in the 
flexible public-works program. Aside from that, however, 
the normal or permanent activities in the planned produc- 
tion category can be divided in various (Afferent propor- 
tions as between capital formation and the creation of goods 
and services for current consumption. 

It follows that, granting the desirability of having the 
rate of social saving or capital formation conform to the 
public’s desire to enlarge future consumption at the ex- 
pense of immediate consumption, there may still be differ- 
ence of opinion as to how this result can best be achieved. 
For, by bringing pressure to bear on the rate of interest, 
collective action can influence the interest-rate verdict ar- 
rived at through the market, and, by placing spedal em- 
phasis on immediate or alternatively on deferred consump- 
tion'in the sphere of planned production, it can amend the 
results of that verdict. 

In part the problem of finding the optimum rate of so- 
cial saving is merely a special aspect of the problem of 
making consumer sovereignty effective. Left to itself, the 
atomistic action of the loan market will tend to yield a rate 
of interest reflecting the views of different persons — ^that 
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is, their views as to the size of the return required to make 
it worth while to lend money rather than spend or hoard 
it — ^not equally or anywhere near equally, but in propor- 
tion to the sums of money disposed of by them respec- 
tively/® To the extent that political democracy is real and 
effective, the collective verdict as to the proper rate of so- 
cial saving will register the views of different persons 
equally. There is little doubt that the inequality factor at 
present decreases the amount of money spent on current 
consumption and increases the amount saved. On the other 
hand, in the absence of inequality, collective judgment 
might favor a higher rate of capital formation than atom- 
istic individual judgments. Individuals making separate 
decisions might be more impatient for immediate consump- 
tion or more impressed with the need to hold ready cash 
or both than the same individuals, or their representatives, 
met to consider the question from the standpoint of the 
long-run interests of society as a whole. At least it appears 
that individuals separately are less apt to conserve the coun- 
try’s natural resovirces, and yet more apt to keep them out 

10. It is estimated that in 1935—36 the upper income third of the nation’s 
39 million families and single individuals (incomes of $1,450 and over) 
had aggregate money savings of 7.4 billion dollars, the middle third (in- 
comes of $780 to $1,450) negative savings of 250 millions, and the lower 
third (incomes under $780) negative savings of i.a billions. (Negative 
savings, so called, represent excess of current consumption, plus gifts and 
personal taxes, over current income.) The striking inequality of oj^ortu- 
nity to participate in the loan market revealed by these figures is further 
emphasized by a breakdown of the top third. The highest tenth (incomes of 
$2,600 and over) saved 6.3 billions, or nearly half as much as was spent 
on current consumption by this group. The highest one half of i per cent 
(incomes of $15,000 and over) saved 2.8 billions and spent only 2.2 bil- 
lions. National Resources Committee, Consumer Exfenditures in the Umted 
States (U. S. Government Printing Office, 1939), pp. 48> 5i- It is to be ob- 
served that these estimates deal only with consumers’ money savings, omit- 
ting those of business corporations. 
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of use altogether, than they are when they consult together 
and formiilate a general policy, and the analogy is sugges- 
tive. 

But it must be noted that in one peculiarly vital respect 
the case for atomistic determination of the rate of interest 
fails to compare with the case for atomistic expression of 
ordinary consumption preferences. The rate of interest is 
never decided by the marginal time preference and mar- 
ginal willingness not to hoard of individual consumers. A 
situation can be imagined in the abstract in which the de- 
sire of certain consumers to borrow money in order to spend 
in excess of their current money incomes (for example, to 
purchase homes and various other expensive durable 
goods) would be balanced in the loan market simply 
against the desire of other consumers to reduce current con- 
sumption for the sake of having more to spend later on. 
Assuming no tendency to increase or decrease the hoarding 
of money as such, the rate of interest that cleared this loan 
market could be considered a trustworthy index of the 
population’s time preference j and the rate of interest thus 
discovered might then be applied to production, serving to 
regulate the rate of capital formation. But this would fail 
to be satisfactory even in theory unless production cur- 
rently distributed to consumers all its money receipts — ^that 
is, not only all profits, but also those earnings customarily 
allcM^ited to reserves for depreciation, etc. — ^thus inviting 
consumers to choose a negative net rate of capital forma- 
tion if so disposed. The complete impracticality of such an 
arrangement throws doubt on the possibility of ever secur- 
ing through the market a reliable measure of time prefer- 
ence, or even of time preference combined with consumers’ 
desires to hold cash. In practice, of course, monetary sav- 
ing in a modern economy is to a very large extent a semi- 
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automatic process emerging from the routine operations of 
business corporations in setting aside depreciation reserves 
and withholding net profits.^’' Furthermore, insofar as the 
individual consumer does participate in the process, his 
money savings for the most part are funneled through 
giant financial institutions — corporate and individual trus- 
tees, life-insurance companies, commercial banks (as re- 
cipients of time deposits), mutual savings banks, building 
and loan associations, and so on — before they again are 
made available to production.^^® Hence the rate of interest 
tends to reflect what all holders of money — ^not only con- 
sumers but also banks and other business units, which can 
have no time preference in any meaningful sense of the 
term — ^will take for giving someone else permission to use 
it. And since it can hardly be seriously claimed that a rate 
of interest thus determined (and potentially so unstable) 
is capable of expressing the public’s real desires in the mat- 

11. The testimony before the Temporary National Economic Committee 
of such business leaders as Edward R. Stettinius, Jr , Owen D. Young, Al- 
fred P. Sloan, and Frederick B. Rentschler brought out in striking fashion 
the extent to which the practice of setting aside ample depreciation allow- 
ances has freed some of the largest corporations from the necessity of bor- 
rowing new savings in the market for purposes of plant replacement or 
even for plant expansion. Oscar L. Altman of the Securities and Exchange 
Commission presented aggregate figures, according to which all nonfinan- 
cial business enterprises spent in the period 1923—29 for plant construction, 
machinery, and equipment an average of 8.5 billions a year, and had avail- 
able from internal sources (depreciation, depletion, and retained net profits) 
an average of 6.4. billions a year 5 some expenditures were charged ^Ir^ctly 
to income, and the capital markets in this period never contributed as much 
as 2 billions a year toward the financing of this plant construction, etc. For 
1922-39 the average annual figure for construction, etc., seems to have been 
6.5 billions, against an average of 4.6 billions available internally. See In- 
vestigation of Concentration of Economic Power: Hearings before the 
Temporary National Economic Committee, Congress of the United States, 
76th Congress, ist Session (pursuant to Public Resolution No. 113, 75th 
Congress), Part 9, Savings and Investment} held May 16-26, 1939. 

12. See the testimony of Donald H. Davenport of the S,E,C., ihii* 
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ter of saving, the uncontrolled self-regulation of the rate 
of interest has little to recommend it on that score. 

That there are other objections to it becomes clear when 
account is taken of the relation between the rate of interest 
and the hoarding or holding of money. This is evidently a 
matter of the first importance for a society proposing to 
maintain full employment by controlling the actual circu- 
lation of money. For, if an excess of money piles up any- 
where, it raises questions both as to how the circulation is 
to be kept from contracting while that process is going on 
and also as to how it is to be safeguarded against undue ex- 
pansion if the money is suddenly released at some later 
date. 

The quantity of money or volume of cash balances (de- 
mand deposits and currency) is not something determined 
by nature or by arbitrary fiat. Rather it reflects the needs 
for retaining cash that comes to hand, commonly spoken of 
as the liquidity requirements, of producers^® and consumers 
as these needs are interpreted by themselves. The demand 
for money as such is not limitless, as might be casually sup- 
posed, the reason being that there are many other forms in 
which the individual or business unit can hold wealth — 
and will prefer to hold it, once liquidity requirements are 
satisfied. Nor is the supply of money fixed. This subject is 
too large for discussion here, quite aside from its termino- 
logical difficulties,^ although certain aspects of it will have 
a prominent place in the next chapter. For present purposes 
it is sufficient to recall that, within the limits imposed by its 
reserve requirements,^' which in turn can be modified, the 

13. Including^ gfovernment agencies and banks. 

14. Cf. n. I on p, 117 above. 

15. Each member bank is at present required, depending on the size of 
the town or city in which it is located, to keep a reserve equivalent to 12, 
17J4, or 22^4 per cent of its net demand deposits with its Federal Reserve 
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banking system as a whole has the power to expand the 
quantity of money outstanding by increasing its loans 
(usually taken in the form of demand deposits), and that 
the banks can also liquidate deposits and thus contract the 
quantity of money by failing to make new loans as fast as 
old loans are repaid. In other words, the supply of money 
is decidedly flexible,” so that it is necessary to focus atten- 
tion first of all on the demand. 

There are several reasons why individuals and business 
units may wish to hold more money at one time than at an- 
other, even in an economy with continuous full employ- 
ment. To begin with, liquidity requirements will tend to 
vary directly with the dollar volume of transactions, the 
ratio comi^only referred to as “velocity” remaining more 
or less constant. Thus, in the first place, the policy settled 
upon with respect to the price level, and the proportion be- 
tween consumption output sold to individual consumers 
and other final output, will be important in this connection. 
For example, supposing it is decided to have the volume 
of consumer spening rise 3 per cent each year, it will be 
natural, other things being equal, for cash balances to rise 

bank, besides a 5 per cent reserve against time deposits. Federal Reserve 
banks in turn must normally keep reserves of at least 3 5 per cent in lawful 
money against their deposit liabilities, and the minimum gold-certificate 
backing for their Federal Reserve notes outstanding is 40 per cent, the re- 
mainder of the 100 per cent note cover taking the form of eligible com- 
mercial paper or (since 1932) government obligations. The nation^s^jactual 
gold has since 1934 been held by the Federal Government. In that year Con- 
gress also declared it to be the policy of the United States to keep one 
fourth of its monetary stocks in silver. 

16. This has probably always been the case. For example, when the 
precious metals circulated as money, an excess of money could be disposed 
of by melting down coins into bullion. Under the so-called 100 per cent 
reserve plan, money could still be created or canceled, but in this case, so far 
as concerns demand deposits and currency, only by the central monetary 
authority acting under its rules. 



204 Employment 

at about the same rate. On the other hand, an extension of 
the process of integration or vertical combination in pro- 
duction will tend to reduce the need for money in the econ- 
omy as a whole, since it will cut down the dollar volume 
of interproducer transactions. Moreover, without any 
change in the transactions factor, liquidity requirements 
may be afFected by a horizontal consolidation or subdivi- 
sion of business units or a change in the size of the popu- 
lation or number of families in the population (the change 
in the number of separate balances failing to be exactly off- 
set by the opposite change in their average size), or by al- 
tered habits as to times of receiving and disbursing money 
(for instance, a widespread shift from weekly to biweekly 
wage payments), and so on.^^ 

These possibilities are rather self-evident. A less ob- 
vious, but in the short run an extremely important, factor 
in the problem iis the one that particularly concerns us here, 
namely, the rate of interest. This must be considered both 
from the standpoint of the influence exerted by the ac- 
tually prevailing rate as such and also from the standpoint 
of the effect produced by speculative anticipations with re- 
spect to the trend of the rate in future. 

Aside from the latter anticipations, liquidity require- 
ments will vary inversely with the current rate of interest, 
other things being equal. Just as the average length of 
processes of production, and hence the aggregate volume 
and ralue of the capital goods used in production, will tend 
to be greater with a low rate of interest than with a high 
rate, so also wiU the amount of money held in preference 
to lending it be greater in the former case, since the in- 

17. Income distribution has an important bearing on the question today, 
since it is certainly not through choice that individual and family cash bal- 
ances approach zero for large sections of the population. 
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centive to forego the advantages of liquidity for the sake 
of the interest obtainable on loans will be less. In short, a 
producer will feel less inducement to lend money or pay 
oflF debt instead of acquiring and operating with capital 
assets or holding money (or, perhaps better, operating with 
capital assets mcluding money), while any consumer rich 
enough to be appreciably affected in his action by this con- 
sideration will also tend to buy more dxxrable goods and 
hold more idle cash in preference to buying bonds and the 
like. Land too will be more in demand, since the same rent 
jdeld will seem more attractive, and land values will be 
higher in consequence. 

While this is strictly speaking a matter of what may be 
expected to happen under alternative conditions at any 
given time, and therefore does not preclude the possibility 
that in the course of time a lower rate of interest may come 
to have the same effect upon the preference for liquidity 
as was formerly exerted by a higher rate, it undoubtedly 
points to a problem that will arise if any attempt is made 
to lower the long-term rate of interest to zero or there- 
abouts. Quite aside from possible uncertainty as to whether 
the rate may not rise again later on — ^that is, even suppos- 
ing that a long-run national policy has been definitely de- 
cided upon and is unanimously expected to be carried out 
as announced — ^the incentive to lend money is likely to 
grow smaller and smaller as the rate of interest falls. If 
the latter should actually reach zero, there would be no 
incentive whatever to get rid of money, assuming no carry- 
ing costs of any kind associated with the holding of idle 
balances, except the motive to spend it for goods and serv- 
ices, including business assets and also land. (Indeed land 
values would probably rise enormously, unless the incre- 
ment due to interest-rate policy was recaptured from land- 
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owners by taxation.) Hence it might happen that producers 
would build up their balances as fast as they received 
money for products sold, and consumers with incomes too 
large to be conveniently spent might do likewise. In other 
words, the preference for liquidity might become absolute 
or infinite — ^just as it has been known on historic occasions, 
as in Germany in 1923, when runaway inflation precipi- 
tated a “flight” from money, to approach the other ex- 
treme of zero. Maintenance of a predetermined rate of 
consumer spending would then be possible only if govern- 
ment continually created new issues of money. Or, with a 
zero or very low rate of interest, government might avoid 
that necessity by creating carrying costs for money — ^that is, 
by penalizing the holding of idle balances — or by making 
the lending of unspent money obligatory. This subject will 
be considered furtlier in the next chapter. 

It has already been emphasized that those producers for 
market who anticipate a rise in the costs that need to be in- 
curred in order to realize returns at a later date have a 
logical reason to expand their current activities. In this re- 
spect the effect of an anticipated rise in the rate of interest 
will resemble the effect of an anticipated rise in some other 
cost element (money-wage rates, for instance), tending to 
enlarge the current demand for capital goods, and hence, 
other things being equal, the aggregate volume of produc- 
tion activity. 

THere is also a similarity between the wasteful effects of 
wrong estimates about the future course of the rate of in- 
terest and wrong forecasts about other cost elements. If a 
man equips a factory with standard machinery, and a better 
process is promptly invented that cuts the cost of produc- 
tion in half but requires an entirely different set of ma- 
chines, it will become evident that the first installation was 
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socially wasteful — although unavoidably so — ^regardless of 
whether the second process is adopted or suppressed. Con- 
sider now a difFerent illustration. If the current short-term 
rate is 4 per cent and that rate is also expected to prevail 
ten years later, the cost of long-term borrowing for con- 
struction (say, for simplicity, 4 per cent) will be such as to 
prompt the erection of relatively cheap and impermanent 
structures. But suppose that ten years later the short-term 
rate is only i per cent. It will then be apparent that these 
buildings are a mistake, and one that would have been 
avoided had the course of the rate of interest been correctly 
foreseen. For in that case the cost of long-term borrowing 
would have been lower (say per cent) and more per- 
manent structures would have been put up in the first 
place. This mistake, moreover, will probably have been 
very widely duplicated throughout the economy, being 
thus both more wasteful and — assuming the possibility of 
controlling the rate of interest is not an illusion — ^more 
readily avoidable than the aforementioned error due to 
unforeseen obsolescence. 

But now it must be observed that anticipated changes in 
the rate of interest are capable of producing, further, a 
special effect of their own, operating by way of the desire 
to hold money balances. As against the amount of liquidity 
desired in any given situation in which the prevailing rate 
of interest is confidently expected to continue into the fu- 
ture, or in which the trend of the interest rate is kflown 
with certainty in advance and hence completely discounted, 
a larger amount of liquidity will tend to be desired if there 
is a speculative anticipation of a rise in the interest rate, 
and a smaller amount in the opposite case. For if a rise is 
foreseen, the attractions of the interest return obtainable 
for lending money will be diminished by the prospect that 
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the bonds or other debts purchased will lose a part of their 
market value as the result of the interest-rate rise in ques- 
tion — in which case, the net eflFect of lending may be a fi- 
nancial loss to the lender rather than a financial gain. The 
man who has an opportunity to buy a bond yielding $30 a 
year at par, but believes that a rise in the rate of interest 
will reduce its value to $950 before a year goes by, will de- 
cide against the transaction. Moreover, to potential lenders 
familiar with past experience the speculative risk of a sub- 
sequent rise in rate will probably appear to grow as the cur- 
rent rate itself declines. 

Thus either an absolutely low rate of interest or a rate 
that some regard as likely to rise may cause a large in- 
crease in the quantity of money in the system, if the hold- 
ing of idle balances involves no financial sacrifice. And natu- 
rally the two elements in combination will tend to increase 
liquidity more than either element separately.^® 

If the various points here considered are brought to- 
gether, they make a strong case for supposing that in a 
full-employment market economy steps would be taken to 
bring the long-term rate of interest under social control. A 
rate decided upon by democratic political process would 
probably come as close to reflecting popular sentiment 
about the intensity with which society should build for the 
future as any other available index. But, whether the in- 
terest rate was selected in this manner and for this purpose 
or in some other manner and with some other end in view 

These points -were made dear by Keynes: ^‘Unless reasons are be- 
lieved to exist why future experience will be very different from past ex- 
perience, a long-term rate of interest of (say) two per cent leaves more to 
fear than to hope, and offers, at the same time, a running yield which is 
only sufficient to offset a very small measure of fear.” The General Theory ^ 
p. 202, 
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— ^for example, to please the groups in the population with 
large money savings — ^its approximate stabilization” would 
help to stabilize production for market and the desire for 
liquidity. The plotting of its course for considerable pe- 
riods in advance would bring a number of favorable re- 
sixlts. First, it would remove one of the potential price 
changes whose anticipation causes fluctuations in the de- 
mand for capital goods. Second — and this is very likely 
more important — ^it would eliminate the logical basis for 
speculative changes in the desire to hold money balances, 
and occasions when new money would need to be brought 
into being by government action in order to maintain an 
adequate circulation would therefore be less likely to arise. 
Finally, it would spare society such wasteful mistakes as 
occur when construction assumes forms dictated by rates of 
interest that themselves are based on mistaken forecasts of 
what the cost of borrowing will be later on. 

Naturally no government can lay down a course of ac- 
tion that will rigidly bind society for an indefinite term of 
years. This, however, is not to deny the possibility of secur- 
ing the advantages of a large measure of forelaiowledge 

19. It might be possible for a full-employment market economy, with- 
out sacrificing the essential benefits of interest-rate stabilization^ to supple- 
ment Its other control devices with interest-rate variations held within nar- 
row limits. And, since central bank action to lower and raise interest rates 
holds a leading place among traditional mechanisms designed to bring about 
business expansion on the one hand and contraction on the other, this might 
be desirable procedure. But on the whole, once continuous full eJ^ploy- 
ment is assured in a market economy by virtue of a primary guarantee of 
the size of the aggregate final market, backed by the ultimate guarantee 
contained m a program of planned public work which is expanded and 
contracted as necessary to neutralize temporary fluctuations, the logical 
function of the rate of interest would seem to be to serve as regulator of 
the amount of “roundaboutness” in production, not of the amount of pro- 
duction itself. 
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and contmuity, but merely to say that no such thing as ab- 
solute certainty is possible in human afFairs, no matter how 
they may be planned or organized. 

Summary 

The discussion in this chapter has led in a good many dif- 
ferent directions. Let us, therefore, to keep our main bear- 
ings clear, trace briefly the central thread of the argument 
presented in it. 

In underwriting the volume of consumer spending for 
some time ahead, government would not be obliged to 
settle on one particular trend of consumer spending, with 
other alternatives ruled out as incompatible with full em- 
ployment through production for market, since full-em- 
ployment equilibrium is a matter of price relationships 
rather than of price absolutes. Very likely, however, the 
most satisfactory trend would be one securing a stabiliza- 
tion of the general price level over the long run. 

Special allowance would presumably have to be made 
for possible variations in the proportions between consump- 
tion output for which consumers would actually spend their 
money incomes and other final output (since private self- 
subsistence production, etc., social services or “free” goods 
production, etc., and national defense production, etc., 
mig^it all expand or contract) j also for possible variations 
in the amount of consumer credit outstanding} also for in- 
ternational capital movements, or in other words foreign 
lending (investment) or borrowing. If not allowed for, 
these factors could cause the general price level and the 
incentive to production for market to differ more or less 
from what would resrdt in their absence. The anticipated 
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variations under these headings might therefore be taken 
into account when the amount of consumer spending to be 
guaranteed was calculated, or, if it seemed necessary and 
desirable, the guarantee itself could be made contingent 
on, i.e., subject to revision for, any or all of them as they 
developed. 

It is generally desirable to have the rate of (domestic) 
capital formation or social saving stabilized and responsive 
to public opinion — its stabilization avoiding disruptions in 
the construction industry and making the trend of con- 
sumption output more predictable, its agreement with gen- 
eral public sentiment being necessary to an optimum allo- 
cation of eflFort. In a market economy the same conclusions 
apply, although less completely and directly, to the rate of 
interest, because of the fact that the rate of interest to a 
considerable extent controls the rate of capital formation. 
But there are several additional reasons why it would be 
advantageous for a full-employment market economy to 
bring the rate of interest under control and lay out its 
course in advance, one of the most important of these being 
that this would tend to check large-scale hoarding and dis- 
hoarding of money. 

It must be pointed out that the issues considered in the 
present chapter are not critical issues for full employment 
as such, since the fact remains that planned production 
could be expanded and contracted to take care of any fluc- 
tuations — and without altering the basic character of the 
system, if they were merely fluctuations — ^in the volume of 
production for market. The discussion has rather ranged in 
areas where it is evident that a refined technique might 
minimize disturbances of the volume of production for 
market proper and better serve the other presumed pur- 
poses of such an economic system. 
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The question of the monetary controls necessary to give 
substance to the ideas presented thus far must now be taken 
up. Programmatic conclusions are not in order, but certain 
general comments can be made. 



Chapter VIII 

Monetary Controls 

T he monetary stream winds about through a most 
intricate network of channels, but the money 
passes through only three sets of locks, being re- 
ceived and paid out by consumers, producers (including 
banks), and government only. For the moment the two 
latter terms are used in a special sense, “government” in- 
cluding merely the Federal Government’s fiscal aspect or 
apparatus, centering in the Treasury Department,’ which 
leaves other government departments and agencies,’ as 
well as commercial banks and other financial institutions, 
classified as “producers.” This division is arbitrary, but 
suits the conditions of the immediate problem, which is 
concerned with the key monetary controls ready to the na- 
tion’s hand. 

The Flow of Money between Production and 
Consumption 

In modern economic systems, money originates either 
when commercial banks buy securities or make short-term 
loans or when government issues it. From another point 
of view these two methods may be resolved into three: ( i ) 
private business (or, sometimes, constuners) may borrow at 

I. For practical purposes the balances of certain other governmental 
agencies may be considered as part of the Treasury balance. The imaginary 
consolidation of such public accounts raises no problems that need detain us. 
2. Including all departments and agencies of state and local governments. 
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a bankj (2) government may borrow at a bank; or (3) 
government may issue its own notes. In the absence of free 
coinage, which formerly obtained under the gold standard, 
the possibilities are exhausted by these methods. In the 
third case above, money evidently appears in the first in- 
stance in the form of notes, whereas in the other cases it 
generally appears in the first instance in the form of de- 
posits subject to check created by the lending bank in favor 
of the seller of securities or short-term borrower. This dis- 
tinction, however, is not ordinarily decisive in determining 
the proportions between total currency and total checking 
deposits at any given time, since the banking system too 
issues notes (e.g.. Federal Reserve notes) and the forms of 
money are interchangeable at the holder’s option. When 
it comes to the ways in which money disappears, that hap- 
pens when debt is discharged at a commercial bank through 
cancellation of a demand deposit, or when government or 
a bank retires its notes. Formerly it also was possible for 
the general public to cancel money by converting gold 
coin into bullion. Except as money is newly created or de- 
stroyed, the existing money moves about with greater or 
less rapidity from producer to producer, from producer to 
consumer, from consumer to consumer, from consumer to 
producer, from government to producers and consumers, 
and from producers and consumers to government. Some 
of it may be held or hoarded for long periods of time, but 
eveh when in continuous motion all of it always forms at 
any given moment a cash balance for some producer, some 
consumer, or government. 

In order to see first of all what is involved in the prob- 
lem of maintaining a prearranged rate of consumer spend- 
ing, it is necessary to consider the various sources from 
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which this spending can arise and also the various other 
uses to which consumers’ money receipts can be put. 

To begin with, for participating in some way in produc- 
tion, consumers regularly receive income payments from 
producers, i.e., wages, rent, interest, and (distributed) 
profits.® In the second place, they may receive money di- 
rectly from government (as today, for example, in relief 
payments), but on the other hand they must pay taxes to 
government. In the third place, they regularly borrow and 
lend, repay loans, and receive repayments. What is signifi- 
cant here is the net rate at which they are thus ‘investing” 
their “savings.” The process has many ramifications. There 
is one net flow as between consumers and producers, and 
another as^^between consumers and government, the two 
combined jdelding a final positive or negative net rate of 
investing by consumers. Thus the latter rate takes account 
of the purchase of bonds, stocks, savings accounts, mort- 
gages, real estate, insurance policies, etc., where these pur- 
chases transfer money from consumers to producers} also 
(with a minus sign) the corresponding sales and with- 
drawals, including the receipt of insurance benefits; also 
(minus) any loans by banks or other producers to consum- 
ers;* also (plus) repayments of these loans; also (plus) 

3. Entrepreneurial withdrawals may be added or, alternatively, may be 
considered a part of wages and distributed profits, 

4. The effect of consumer credit on the amount of consumer spending 
needed was discussed in the last chapter. Where it is a question sim;ply of 
actual totals of payment, such credits may be ignored, or else they may be 
treated as equivalent to cash loans automatically canceled by additional con- 
sumer cash spending when originally made and by reduced consumer cash 
spending when paid off. Ordinary commercial credit, such as may be ex- 
tended by a wholesaler to a retailer on open-book account or through the 
issuing of trade paper, is similar in principle, but does not concern us here 
since neither party to the arrangement is a consumer. 
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purchases of government bonds and notes and repayment 
of any loans extended by government; also (minus) re- 
tirement of government bonds and extension of new loans 
by government. 

This would be the whole story, if consumers could not 
hoard and dis-hoard. However, in the fourth place con- 
sumers’ money balances may go up or down, leaving less 
for spending and investing in the first case and more in the 
second. 

The individual consumer has the option — disregarding 
taxes — ^to spend or save his money receipts, and the further 
option to hoard or invest his savings (as well as the third 
option, which does not concern us at the moment, to invest 
in debts or in proprietary assets). The individual producer 
has the same choices to make. Often the course of action 
elected will result in a payment between two consumers or 
between two producers, and will thus cancel out without 
aflFecting the larger aspect of the monetary circulation un- 
der discussion here. A loan or gift by one consumer to an- 
other, for instance, has no direct effect on the rate of con- 
sumer spending, although indirectly it may of course tend 
to raise or lower this rate, since the various optional uses 
of money are often of different degrees of attractiveness to 
different persons. A sale on the stock market will affect the 
net rate at which consximers are investing, provided one of 
the parties to the transaction is a producer and one a con- 
sumer, but otherwise not. A payment into a savings account 
by a consumer will affect the consumer investment rate, but 
not a payment into a savings or time account by a business 
house. And so on. In the end the critical quantities so far 
as the rate of consumer spending is concerned are the rate 
at which producers are paying out income to consumers, the 
net rate at which government is adding to or subtracting 
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from the money in consumers’ hands, the net rate at which 
consumers are investing or disinvesting, and the net rate at 
which they are hoarding or dis-hoarding. 

Evidently a desired trend of consumer spending might 
maintain itself without government intervention. A con- 
stant or indeed a rising rate could emerge, in spite of con- 
stant or even increasing consumer investing, if consumers 
were obtaining sufficiently larger income payments from 
producers, or were borrowing from banks or other pro- 
ducers, or were drawing on previously accumulated cash 
balances. However, there is no reason to ejcpect this kind 
of result to be forthcoming automatically. For example, 
the rate at which producers are paying out income to con- 
sumers may be reduced by the retention of large quantities 
of undistributed profits, and extremes of inequality in con- 
sumer money incomes may reduce the proportion of total 
incomes spent, since those with large incomes may prefer 
to save and either invest their savings or, if an attractive 
return on savings is not in prospect at the moment, hoard 
them at the bank. With such tendencies at work — as they 
have been in the United States in recent years — the rate of 
consumer spending will naturally be inclined to fall short. 
Under certain other hypotheses regarding the flow of 
money payments it will be excessive. 

Supposing, then, that government has guaranteed the 
rate of consumer spending, it will have to be in command 
of effective means for expanding this rate when it would 
otherwise be too small, and for contracting it when it 
would otherwise be too large. First, however, a prelimi- 
nary problem of information is involved. Government will 
have to keep accurately informed as to the rate at which 
money is actually being spent in consumer markets. 

Assuming agreement about what is meant by a consumer 
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expenditure,' a straightforward calculation of the total can 
be made directly from the sales records of the producers 
supplying goods and services to consumers. The problem 
of keeping this statistical record up to date is complicated 
by the multiplicity of little retail outlets and by the fact 
that a certain proportion of consumer expenditure goes di- 
rect to manufacturers, wholesalers, small landlords, and 
individual professional workers such as doctors in private 
practice. At present no overall measure of total consumer 
expenditures for all types of goods and services exists in 
this country, so that the current aggregate would have to 
be roughly estimated from such sources as the monthly in- 
dex of income payments published by the Bureau of For- 
eign and Domestic Commerce, the Federal Reserve’s index 
of department-store sales, and other sales series. But with 
modern statistical techniques it should be a relatively sim- 
ple matter to overcome the difficulties involved and secure 
an adequate current record, in the form of an index based 
in part on a sampling procedure or even in the form of an 
aggregate. The writer is informed that the Bureau of For- 
eign and Domestic Commerce is now contemplating the 

5. A theoretical issue is raised when someone buys a passenger automobile 
and uses it partly for business and partly for pleasure, or rents a house to 
live in and turns part of it into an office or workshop. It may also occa- 
sionally be difficult to say whether a particular payment for a special serv- 
ice of some kind or for sublet living quarters or for secondhand goods — a 
rare painting, for instance — should be regarded as being for goods pro- 
duced or services rendered in the ordinary course of business or whether it 
should be classed as a transaction between two consumers. Money paid over 
to producers for the outright purchase of homes is perhaps best classified 
under consumer investing rather than under consumer spending (cf. p. 154, 
n. 9 above), and it seems needless to complicate matters by attempting to 
count the implicit rent of owned homes, or any other implicit payments and 
receipts, as if they were actual expenditures. But in practice any reasonable 
set of definitions, adhered to consistently, will serve perfectly well. 
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development of an index of consumer expenditures, prob- 
ably at first confined to commodities but ultimately includ- 
ing services as well, which when available will appear regu- 
larly in the Survey of Current Business. 

Total consumer spending could also be calculated 
through the monetary system if figures were obtained 
showing the payments made to individual incomes by pro- 
ducers, the additions or deductions attributable to govern- 
ment’s actions, consumers’ net investing or disinvesting, 
and the net rise or fall in their cash balances. In other 
words, if certain innovations were made in monetary me- 
chanics, the banking mechanism could be used to check the 
estimate of the rate of consumer spending derived directly 
from retail sales. Whether the advantages of having an ex- 
tremely sensitive and up-to-the-minute index of variations 
in the various major rates of money flow would be suffi- 
ciently great to make it worth while to introduce the requi- 
site technical changes in present monetary procedure is not 
a question that needs to be answered here. The extent of 
the benefits apparently not otherwise obtainable would 
have to be carefully studied in relation to the possible (fis- 
advantages of unfamiliarity, real inconvenience, and eva- 
sion of rules to be looked for, before a conclusion could be 
reached on this point. The following comments are there- 
fore to be regarded as hypothetical, and as constituting a 
digression from the main line of argument. The purpose 
in calling attention to these possibilities is merely to show 
that the problem of information about the monetary cir- 
culation assuredly can be solved with whatever degree of 
precision may be considered essential. 

If money in the hands of consumers were distinguish- 
able from money in the hands of producers — ^if consumer 
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and producer money were “exchangeable but not inter- 
changeable”' — ^the monetary authorities would automati- 
cally secure a complete record of the volume of money 
payments in both directions (consumers to producers and 
producers to consumers) in any given time period, as well 
as of the aggregate size of the money balances held by pro- 
ducers and by consumers respectively at any given mo- 
ment. Thus it would at once be apparent, which is not the 
case today, whether a particular transaction (a sale on the 
stock market, for example) resulted in a transfer of money 
one way or the other between a consumer and a producer 
or whether it was merely an interproducer or an intercon- 
sumer transaction. And if, in addition, payments by con- 
sumers to producers could be divided by inspection into («) 
payments for consumer goods and services and (^) other 
payments, then the current rate of consumer spending 
would also be recorded automatically. 

To secure these results it might be stipulated, first, that 
the banks should keep business demand deposits strictly 
separate from income demand deposits} second, that cur- 

6. The phrase is an adaptation from G. D. H. Cole j see his Fifty Profo^ 
sitions about Money and Production (London, Stanley Nott, 1936), p. 6. 
The essential idea has been expressed in various places — e.g., in Cornele 
Berrien Adams, National Industrial Organization (Under Social Control)^ 
published in Santurce, Puerto Rico, in 1934, and in an unsigned article en- 
titled ^‘The Place of Money in a Planned Economy,” The New Statesman 
and Nation (June 30, i934)> 9^8. 

In»^ontrast to the proposal that money be given characteristics making 
it impossible for it to be available for consumption and for production 
purposes at one and the same time, may be mentioned the proposal some- 
times heard that money incomes be paid in nontransferable form, so as to be 
available only to a single consumer or his legally recognized dependents. 
This, however, while it would doubtless tend to eliminate thefts of money, 
would seem superfluous from the standpoint of quantitative regulation of 
consumer spending. 
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renq^ should be used as money only by consumers} and 
third, that all nonconsumption (i.e., investment) payments 
by consumers should be recorded as such, in cases where 
doubt was possible, by the producers receiving them. 

The first of these provisions would oblige the individual 
proprietor to keep two accounts — a personal account and 
one pertaining to his business — ^and to distinguish sharply 
between the money that he considered as “invested” or 
“undistributed” at any given moment and the money that 
he felt free to spend to meet his consumption require- 
ments. Aside from this, however, its adoption would 
scarcely be noticed by the public generally, while it would 
doubtless help very materially to clarify the monetary pic- 
ture, even without the support of the other two measures 
mentioned. 

The further stipulation that currency should not be used 
as between producers, all payments by one business to an- 
other being made by check, would in conjunction with the 
foregoing render the distinction between money in the 
hands of producers and money in the hands of consumers 
to all intents and purposes complete — ^instead of complete 
with respect only to deposits and estimated with respect to 
currency. Since payroll payments, all other payments to in- 
come (rents, interest, dividends, etc.), withdrawals of sums 
invested, and so on would be made available to the redpi- 
ents through the producer’s bank, the consumer could al- 
ways elect to receive either currency or an addition to his 
bank balance, at his option. Again, payments by consumers, 
whether to buy consumer goods and services or to invest, 
could be either by currency or by check. Under the assump- 
tion, however, each business payee would be required to 
deposit all currency received — except, in the case of retail- 
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ers, such amounts as were needed for the purpose of making 
change for consumers — and to use checks even for petty- 
cash transactions. 

The third provision would have the effect of requiring 
those producers whose receipts were largely in the form of 
consumer payments for goods or services to report the na- 
ture of all other receipts from consumers, while on the 
other hand the sums received from consumers by producers 
who never or only seldom sold direct in the consumer mar- 
ket could be automatically assumed to represent invest- 
ment transactions exceft as otherwise reported. 

Avoiding Inflationary Excessive Spending 

A GOVERNMENT Committed to the principle of “fiational in- 
come insurance” will have to be able to expand consumer 
spending when it is disclosed as falling short, and to con- 
tract it when it threatens to be excessive. How can this be 
accomplished? 

A contraction can obviously be brought about by any 
measures that reduce the total sums available for such 
spending. Either taxation or borrowing — ^if the latter is 
carried out in such a way as to increase the public’s thrift^ — 
will serve the purpose. Or, in theory at least, certain of 
government’s ordinary contributions to consumer income 
(by way of the social insurance system, for example) can 
be scfdesigned as to be flexible in amount within reasonable 
limits, and, if they are flexible in both directions, consumer 
spending can be reduced through the operation of this 
mechanism. 

7. That is, if it does not merely shift the public’s funds from the se- 
curities of private companies to government savings bonds, or cause indi- 
viduals to borrow at the bank in order to buy these bonds without reducing 
their scale of consumption. 
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The easiest procedure in many respects will be to impose 
a special sales tax just sufficient to remove the temporary 
surplus of expenditure, the amounts thus collected through 
retail merchants being then simply disregarded, i.e., de- 
ducted, in computing current consumer spending. Unless 
a large total sum is involved, such a tax can be placed on 
luxuries. But, in any case, since the objective will be the 
carrying out of the prearranged social program with re- 
spect to the rate of consumer spending, in an economy 
maintaining full employment, the familiar objections to 
sales taxation will not apply with the usual force. 

It may be observed that it will be possible for consumers 
to defeat government’s efforts to restrain their rate of 
spending so long as they are willing and able to reduce 
their aggregate money balances. But such dis-hoarding will 
in ordinary circumstances be unlikely to occur on any large 
scale, and of course it will finally be limited by the extent 
of the existing consumer balances. 

The importance of preventing consumer spending from 
exceeding the guaranteed rate must be stressed. Some per- 
sons will perhaps be inclined to consider that it is only nec- 
essary to see that there is no deficiency. Actually, however, 
the crux of the problem is to avoid both too little and too 
much consumer spending. 

If consumer spending is not strictly controlled, full em- 
ployment itself may send the economy “slipping into a 
spiral in which wages chase prices and by so doing taise 
prices and so produce demands for higher wages and so on 
ad infinitum In some circumstances the rise in the cost of 
living might come first and start the drive to raise money 
wages; on the other hand, a general rise in wage levels 

8. Quoted from the K-H News-LetUr, published at Headley, Hants, 
England, issue of November lo, 1939. 
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could Start as the simple and immediate resiJt of labor’s in- 
creased bargaining power due to elimination of unemploy- 
ment.® As a leading English economist has phrased it, “the 
point of full employment, so far from being an equilib- 
rium resting place, appears to be a precipice over which, 
once it has reached the edge, the value of money must 
plunge into a bottomless abyss.”’® 

The possibility that full employment might involve 
acute monetary instability should be accorded a weight 
duly proportioned to the fact that it arises out of the basic 
tug of war over the distribution of the national income. 
However, it must be pointed out that economists who con- 
sider an upward spiral of price inflation to be inevitable 
under conditions of full employment are not thinking in 
terms of an economy in which the rate of consu'mer spend- 
ing is definitely determined ahead of time. It is probable 
also that some of them are taking it for granted that it is 
impossible for money-wage rates to rise at the expense of 
the share going to ownership without causing a contraction 
of production for market. But such an assumption over- 
looks at least one important point, the distinction between 
the net wage-rate costs of employers and the wage-rate re- 
ceipts of employees. 

It is true that, if money-wage rates and the volume of 

9. Wage rates would of course be apt to be affected some time before 
actual full employment was reached, especially since bottlenecks would very 
likely develop in certain types of skilled labor. Professor Slichter of Har- 
vard recently predicted that ‘‘probably not more than half” the workers 
unemployed in the United States “can be absorbed by industry withbut 
creating many shortages of skilled workers that would start an upward 
spiral of costs and prices.” Sumner H. Slichter, “The Present Nature of the 
Recovery Problem,” Froceedings of the Academy of FoUttcal Science 
(January, 1940), p. 4. 

10. Joan Robinson, Essays in the Theory of Emfloymenty p. 245 and see 
also her remarks to the same effect on pp. 25-29. 
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anticipated consumer spending are in equilibrium at full 
employment, a rise in money-wage rates paid will tend to 
cause unemployment (other things remaining equal, in- 
cluding the ability of employers to pay labor less than a 
marginal productivity wage in cases where the market is 
especially imperfect), while a reduction in these rates of 
remmieration will tend to cause overbidding for labor’s 
services. This derives directly from the obvious proposition 
that in a system of market enterprise the employer will not 
pay the worker more than he believes the latter to be 
worth in terms of contribution to his business revenues, in 
association with the equally familiar principle that the 
value of an additional worker to any enterprise at any 
given time tends to decline as the number of workers em- 
ployed is increased. 

However, the crucial point about the stated conclusion 
is that it refers to the rates of wages paid by employers — 
that is to say, the net costs to employers on account of 
wages paid — and not to the rates of wages received by em- 
ployees. There is nothing in the nature of the demand for 
labor that necessarily prevents money-wage rates received 
from becoming stabilized below marginal-productivity lev- 
els, as the result of a payroll tax causing the employer’s 
total cost on account of labor hired to exceed what is paid 
directly to labor. And equally there is nothing to prevent 
money-wage rates received from standing above marginal- 
productivity levels, without prejudice to full employnfent, 
as the result of a payroll subsidy reducing the employer’s 
net cost on account of labor hired below his actual (gross) 
payrolls. 

In other words, without tolerating unemployment or on 
the other hand abandoning the traditional mechanism of 
production for market, society can allot as small or as large 
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a share of its total income to labor as it chooses — ^that is to 
say, as public opinion will consider right and proper.” This 
conclusion is subject to the obvious proviso that the dis- 
tribution selected must not indirectly set up controls in so- 
ciety that will interfere with government’s monetary con- 
trols. It is also subject to the consideration that total pro- 
duction will be bound to fall ofF if adequate incentives to 
effort are lacking’^ — ^which links up finally with the stipu- 

n. Cf. the often-quoted passages in Bk. II, chap, i of John Stuart 
Mill’s Princi'ples of Political Economy (1848) to the eflFect that, whereas 
“the laws and conditions of the Production of wealth partake of the char- 
acter of physical truths,” “the Distribution of wealth . . . is a matter of 
human institution solely.” 

12. The principles of income distribution in force should not conflict 
with the prevailing state of psychology taken in conjunction with the var- 
ious tangible but nonmonetary incentives — such as promo^on, authority, 
public recognition, and so on — ^operating at the given timej otherwise so- 
ciety will suffer losses from a shrinkage in its total labor supply, or from a 
relative distortion of the supply available for work of different kinds and 
different degrees of difficulty, or both. Suppose, for example, that differ- 
ences in wage remuneration for the various kinds of work performed are 
already at equality with differences in the corresponding marginal social 
products. Some shift toward a less economic distribution of labor will then 
tend to be induced if the benefits received by workers from a payroll sub- 
sidy or from any other distribution of money or prerogatives are made de- 
pendent on earned-income differentials, since in that situation the total re- 
wards to those holding different jobs will automatically differ by more 
than the values of the jobs to society. However, this is a case where theory 
deals with quantities difficult to measure in practice and is therefore not 
likely to be very helpful. A better guide to policy is provided by the com- 
mon-sense rule that piecework systems of remuneration and wage differen- 
tials in general are more necessary from the standpoint of efficiency when 
the other competitive incentives and the cooperative incentives (and pos- 
sibly in certain cases a separate “instinct of workmanship” may be detected) 
between them are weak than when they are strong. When it comes to the 
total labor supply, this theoretically tends to vary with the basic or mini- 
mum-wage level, so that in the abstract a special significance may attach 
to a basic wage that will correspond exactly to the market value of the 
least valuable services performed But this point also is rendered largely 
academic, as we have already seen, by the part played by custom, legislation, 
and so on in deciding choices between working and not working as well 
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lation that entrepreneurs themselves must not be placed in 
a position where they can do better by hiring out their 
services and their money to others. 

This last point comes close to the heart of the practical 
issue as between “earned” and “unearned” income, and 
deserves to be emphasized. In anticipation of further com- 
ments on taxation to follow, it can be stated to advantage 
in negative form. Taxes on profits — ^whether they are to 
be used for general social purposes or specifically for a pay- 
roll subsidy to raise the wages received by labor above 
marginal-productivity levels — ^need not have a restrictive 
effect if “risk money” is not penalized in relation to the 
money loaned passively and if wages of management are 
not reduced in relation to ordinary wages and salaries. One 
qualification seems necessary. Even with no relative pen- 
alty involved, the entrepreneur’s type of risk or way of life 
as such might perhaps seem less attractive as the stakes of 
the game were lowered. On the other hand, taking the re- 
actions of the population as a whole rather than merely 
those of some given group of entrepreneurs, it cannot be 
assumed offhand that this would be so. 

It may be concluded that the dreaded upward spiral of 
price inflation, which is a mechanism that can be used for 
attempting to avoid any redistribution of real income in 
favor of labor, need not occur, and will not occur if once a 
sovereign government establishes control over the volume 
of consumer spending. But this is an economic judgment. 
As pointed out in the opening chapter, the political prob- 
lem involved is not in any case to be minimized. The clos- 

as the length of the working week. On the whole, therefore, while certain 
broad axioms can be formulated about economic and uneconomic income 
distribution principles, they merely suggest the general framework of the 
problem, leaving plenty of room for natural development and practical 
experimentation. 
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ing of the inflation valve will not of itself reduce the pres- 
sure in the boiler. The struggle over income distribution 
will not be abolished by the mere elimination of one of the 
forms this struggle sometimes takes. 

Avoiding Deficient Spending 

So much for the possibility that consumer spending will ex- 
ceed expectations and need to be contracted. Today at least 
the opposite contingency appears of greater practical in- 
terest. Let us now turn to that and see how government 
can expand consumer spending if it threatens to fall short 
of the amount guaranteed. How will additional sums be 
put into the hands of consumers to enable them to spend 
larger amounts, what assurance is there that such addi- 
tional sums will not simply be added to consumer invest- 
ments or to consumer money balances rather than spent, 
and where wiU such additional sums come from in the first 
place? 

The first question — ^to whom and by what method the 
needed additional amounts will be distributed — obviously 
has many possible answers. Theoretically the required 
sums can be loaned to consumers, assuming the existence of 
willing consumer borrowers.^® But there will perhaps be 
little to recommend this procedure, and, considering that 
repayment of the loans will tend to contract consumer 
spending in later periods, this method of putting money 
into the hands of the general consuming public will prob- 

13. Government may also take the occasion to retire some of its debt or 
buy needed properties. But the by-product in terms of added consumer 
spending will be reduced by the fact that such payments are likely to go 
largely to banks and business corporations generally, or to individuals who 
will save rather than spend what they receive in this way. 
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ably be avoided unless it is believed that tendencies to de- 
viation from the planned trend of consumer spending will 
later on be more on the side of excess than on the side of 
deficiency. (In that case, government borrowing from con- 
sumers may well be avoided in times when excessive con- 
sumer spending threatens.) 

If it is decided to subsidize consumers outright, govern- 
ment’s regular payments to income, such as its contribu- 
tions to social insurance benefits, might possibly be made 
the vehicle; for example, the recipients of old-age pensions 
might on such an occasion find themselves the beneficiaries 
of a sort of dividend in addition to their normal allow- 
ances. It is perhaps more probable, however, that some for- 
mula will be devised for making special payments uncon- 
nected with the normal forms of income distribution. To 
achieve impartiality, checks could be mailed to all heads 
of families and single persons at specified intervals so long 
as expansion is required, all adults benefiting equally from 
these “social dividends” and each child the same as every 
other child. Again, the beneficiaries could be selected by 
lot. Clearly, any number of alternative arrangements can 
be devised for giving consumers money to spend, and it is 
up to Congress to legislate what methods shall in fact be 
used. 

The second question concerns the possibility that gov- 
ernment’s effort to bring consumer spending up to the pre- 
determined level, when such government action is neces- 
sary, might be thwarted by the investing or hoarding of the 
additional sums distributed by government. A partial an- 
swer to this is given by the practical consideration that it 
will probably be public policy to distribute any additional 
income largely to low-income groups, whose tendency to 
spend this money on consumption will very much predomi- 
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nate over other tendencies/* But in any event government 
will be obliged to regulate the gross amount of the subsidy 
put in the hands of consumers to the end that the net addi- 
tion to consumer spending, whether the same as or differ- 
ent from that quantity, will be of the required size. If gov- 
ernment can find money to distribute as additional income 
in the first place, then presumably it can if necessary also 
find the money required to overcome absorption of part of 
this additional income into additional investing or addi- 
tional hoarding. Conceivably large hoards may collect — 
either in the hands of consumers or, if the latter invest 
their money, then in the hands of producers. In that case, 
to obviate the need to keep creating quantities of new 
money, government may find it advisable to tax or other- 
wise regulate hoarding as such. This possibility will be 
considered in a few moments. 

Let us for the present, however, return to our funda- 
mental third question. Where will government obtain the 
money for distribution to consumers, in case such distribu- 
tion is needed to keep consumer spending at the prear- 
ranged level? 

At this point, it will be observed, the inquiry broadens 
out. Because of the special importance of consumer spend- 
ing in the general monetary scheme, attention is centered 
here on the means for controlling this piece of the mecha- 
nism. However, government’s problem of raising money 

14. If there was anything to be gained from having it physically im- 
possible to hoard or invest such income subsidies, they could be paid in a 
special form of money acceptable only in purchase of consumer goods and 
services. The food-stamp plan of the Federal Surplus Commodities Cor- 
poration, operating in several hundred localities today, makes a limited ap- 
plication of this principle, for a description see, e.g., Buel W. Patch, “Ex- 
pansion of the Food-Stamp Plan,^’ Editorial Research Re f arts ^ Vol. I, No. 2 
(January 10, 1940). 
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is the same irrespective of 'whether this money is used to 
bolster consumption, or to maintain employment in some 
other manner (and if there is no consumer-expenditure 
guarantee, prevention of unemployment 'will require the 
raising of larger sums than otherwise for alternative meas- 
ures), or indeed to accomplish some other purpose having 
nothing to do with the employment question. What can be 
said about the sources of funds for subsidies to consumers 
will therefore also apply to public finance in a much more 
comprehensive way. 

Suppose that government is already fulfilling its guar- 
antee of consumer spending, and that employment is 
nevertheless not up to the desired level in the market sec- 
tor of the economy. Previous chapters have suggested a 
number of reasons why this may sometimes be the case. It 
will e'vidently then be necessary, if unemployment is not 
to develop, either for the planned production sector to ex- 
pand more or less permanently to take in the workers who 
would other-wise be idle, or for some additional stimulus to 
be given to production for market so that jobs will be re- 
stored in regular lines of work. Such a stimulus can take 
the form of a temforary expansion of planned production 
financed in such a way that it makes a net contribution to 
the revenues of market enterprise, or it can take the form 
of subsidies or tax remissions to production, or it can take 
the form typified by government contracts, where govern- 
ment buys additional goods or services from business. In 
any of these cases government expenditures will tend to 
rise relative to government revenues, making it necessary 
for government to find additional funds somewhere to 
bridge the gap. 

Consider the second line of defense against unemploy- 
ment provided by an expansible program of public work. 
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If a decline in employment in market enterprise is sensed 
in advance or caught at the very outset, government may 
be able to forestall layofFs by tax remissions or other busi- 
ness stimuli, and may thus preserve full employment with- 
out any expansion of public jobs.^' More probably some 
emergency public employment will have to be crpated as a 
temporary measure. And this itself can be made the in- 
strument for improving the previously existing relation 
between the receipts and costs of production for market — 
an improvement presumably needed xinless it is confidently 
expected that the decline in market enterprise will in a 
short time reverse itself automatically. In the first place 
the emergency public employment may result in new pur- 
chases of materials from private contractors. Whether that 
is the case or not, however, government will "at any rate 
take over certain payroll charges that were previously costs 
to private enterprise, without (under the assumption of 
guaranteed consumer spending) permitting the size of the 
total market to be reduced, so that an impetus to reem- 
ployment in regular lines of work should result, unless this 
public wage bill is covered by levying additional business 
taxes. 

The problem of the budget may be cast in more general 
form with the help of algebraic symbols. Let x stand for 
payments to government by producers for market, x being 
equal to «, net taxes on producers for market, minus Vy the 
amoimt spent by government in purchase of goods and 

15. It might expand planned production permanently, but cover the 
cost of this expansion through the sale of products or otherwise. In that 
case, as in the case considered in chap, vii in which a rise in production for 
government's order automatically results by previous agreement in a cor- 
responding reduction in the individual-consumer expenditure figure, neither 
the budget nor profit prospects will be ajEected. Further layoffs may there- 
fore ensue unless forestalled by separate tax action, etc , just as above. 
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services from producers for market either for the use of the 
nation as a whole (airplanes) or for free distribution to 
consumers (today, certain “surplus” foodstuflFs), plus w, 
net payments by producers for market to planned produc- 
tion for capital goods, etc/* Further, let y stand for taxes 
on consumers, and let z stand for individual consumer 
spending for the products of planned production (public 
housing). To avoid a budget deficit, a; -j- y + 2 must cover 
all costs of government, that is, planneci production plus 
debt service and all contributions to individual incomes, 
whether through ordinary pensions and social security 
benefits, etc., or through special disbursements. It is self- 
evident that direct subsidies to consumption constitute 
merely one of many possible sources of a budget deficit, 
others being a rise in planned-production payrolls, a de- 
cline in net business taxes, a rise in v, occasioned by ad- 
ditional government contracts to business for the produc- 
tion of final goods of some kind, and a decline in to, 
brought about perhaps by new purchases of construction 
materials for emergency public works. 

Public Borrowing, Taxation, or Noninterest- 
Bearing Notes 

If consumer spending, left to itself, tends to fall short of 
the guaranteed rate, so that government needs to add to 
consumer purchasing power, or if additional funds are re- 
quired for some other public purpose, government will 
have to borrow, or levy additional taxes, or print noninter- 
est-bearing notes. 

id. For example, planned production may sell electric power and buy 
construction materials, and on the whole w can be either positive or nega- 
tive. 
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Except as funds are available in the Treasury’s working 
balance — a possibility that is practically speaking of slight 
importance and will herein be disregarded — ^these may be 
considered the only general alternatives, assuming the 
marketable output of government’s planned-production 
enterprises is already being sold. For completeness the 
term “taxes” should be broadened to include all direct ap- 
propriations of money, notably fines, fees, and special 
seizures such as may accompany a revaluation of gold, and 
note should also be taken of the possibility that govern- 
ment may sell some of its capital assets. But these emenda- 
tions of the previous statement can also be disregarded 
without impairing the main argument. 

Government may borrow simply to lend again. That is, 
it may go into the banking business, supplerhenting the 
existing banking service by borrowing from consumers to 
lend to other consumers or to producers and from produc- 
ers to lend to other producers or to consumers.^’ Although 
this merely makes the loan market a more “perfect” mar- 
ket than otherwise, it may in certain circumstances be all 
that is necessary to prevent a fall (or rise) in consumer 
spending, or a contraction of business enterprise due to a 
difficulty in obtaining bank accommodation. For example, 
it may stimulate activity very considerably by making it 
possible for small concerns to raise money for plant expan- 
sion, etc., on terms comparable to those enjoyed by the 
business giants. On the other hand, instead of linking bor- 
rowing and lending in this manner, government may give 
away what it borrows to consumers or producers. 

17. Government may also offer to guarantee certain private loans. While 
such action can be described as a form of mediation in the loan market, it 
is essentially equivalent to subsidization of the borrowers in question, for 
whom the cost of raising money is reduced through elimination of the lend- 
er’s risk of losing his investment. 
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Loans may be extended to government on a wholly vol- 
untary basis by consumers with unspent incomes, by ordi- 
nary businesses, and by commercial banks and other finan- 
cial intermediaries. Or circumstances may conceivably arise 
in which government’s “credit” is not good enough to en- 
able it to secure purely voluntary loans, without raising 
the rate of interest above the prevailing level, from those 
who have money to lend, and in that case government may 
decide to use its authority to bring pressure to bear on po- 
tential lenders. 

Lending might be called a patriotic duty. Commercial 
banks might be obliged to issue new demand deposits in 
exchange for government bonds. Sums entrusted to savings 
banks, life-insvirance companies, etc., might be required to 
be loaned tp government if not invested but merely held in 
cash form in demand deposits at a commercial bank. All 
demand deposits in excess of a stipulated figure — or of a 
scale so arranged as to take account of the normal liquidity 
needs of different classes of depositor — might be automati- 
cally transferred to a special kind of time account after the 
lapse of a certain interval, and then treated as above j in 
that case the individual or business corporation affected 
would acquire an interest-bearing investment (a time or 
savings deposit) in place of money (the deposit subject to 
check, so far as it was classified as in excess), the bank 
would acquire interest-bearing government bonds or notes, 
and government would have the otherwise idle money. 
Logically speaking, the actual rules laid down should de- 
pend to some extent on the view taken of the nature of the 
commercial banking process. Out of the legally correct 
premise that demand deposits belong to the bank might 
come an emphasis on the responsibility of the commercial 
banks for all excess reserves, and consequently an emphasis 
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on their obligation to lend to government if not lending to 
private enterprise. On the other hand the theory that de- 
mand deposits are “money in the bank” for the depositor^® 
would imply that the depositor himself should have some 
personal obligation not to upset the economy by excessive 
hoarding. Practical considerations suggest that both points 
of view might be taken into account, since for government 
to impose public duties on the banks would be no novelty 
and yet for the banks to create new deposits in favor of 
government while large private deposits were lying un- 
used might invite dangerous dis-hoarding later on. Here, 
however, it is siifficient to note that, while the requirements 
imposed (whatever they were) would raise certain prob- 
lems of mechanics,^' no insuperable obstacles need arise to 
prevent their accomplishing their purpose. 

If a borrower is able to bring any appreciable pressure to 
bear on a lender, that implies by definition that the lender 
is no longer a completely independent agent. Indeed at the 
extreme a borrowing program might have certain of the 
characteristics of a tax program. However, while the lender 
would presumably not be able to dictate the terms on 
which he would permit his money to be used, he would 
still be the recipient of interest on his savings at a socially 
determined rate, and the latter could perfectly well be in 
harmony with public opinion — as closely as that could ever 
be determined — about the proper rate of social saving.*® 

i8*This theory would presumably square with the law in a banking 
system operating under the 100 per cent reserve principle, and probably rep- 
resents prevailing opinion under fractional reserve banking today. 

19. For instance, ordinary commercial bank time deposits might have to 
be treated like demand deposits to prevent discrimination in their favor, or, 
alternatively, like savings deposits in separate savings banks (which result, 
pending reinvestment, in demand deposits in favor of the savings bank at a 
commercial bank) . 

20. See chap, vii above for a discussion of this point. 
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Thus the “propensity to save” of some persons and cor- 
porations need not interfere "with the ability to consume of 
society as a whole. 

Insofar as government puts itself in funds by means of 
borrowing, the public debt will of course rise, with the im- 
plied corollary that the payment of interest and principal 
to the holders of the bonds will later on necessitate some 
redistribution of income in their favor by way of taxation. 
Insofar as the sums borrowed are loaned directly or at one 
remove by the commercial banks, operating on the basis of 
fractional reserves, a gross increase will occur in the quan- 
tity of money, and perhaps a net increase — depending on 
whether or not private bank loans are paid oflF in equal vol- 
ume. Insofar as a net increase in the quantity of money 
does materialize, the extent to which the spending of con- 
sumers or producers may at some later time be expanded 
through the simple process of using up cash balances will 
also grow greater. 

The second alternative way of bringing more money into 
the Treasury is by taxation. This opens up a vast subject, 
and no attempt can be made to explore it adequately in 
these pages. However, certain aspects of it can be briefly 
reviewed to show their bearing on the problems under in- 
vestigation. 

The imposition of a tax perhaps originally designed to 
secure additional public revenue will in some cases cause a 
contraction of production and in some cases cause an expan- 
sion of spending motivated by the desire to avoid the tax. 
These considerations are important here. So also is the fact 
that most taxes are difiicult to impose and collect in time 
to meet an immediate temporary need for funds. In theory 
Congress might give the Treasury Department discretion 
to vary tax rates between sessions in accordance with the 
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State of consumer spending, and it has already been sug- 
gested above that some such procedure would be prac- 
ticable as applied to a tax on sales in retail markets calcu- 
lated to offset any threatened excess of consumer spending. 
But taxation in most of its familiar forms has not proved a 
flexible enough instrument to suggest that it pould be 
counted on to make all necessary quick adjustments. 

Ordinarily it seems clear that an increase in taxes on busi- 
ness operations, business receipts remaining constant, will 
cause some contraction of production and employment by 
making the relation between business revenues and business 
costs less favorable than before. Sales and other familiar 
excise taxes may be included here. A special levy, not ex- 
pected to be repeated, may fail to have this effect, and the 
general effect itself may tend to be obscured by the more 
obvious features of such taxation — ^notably, in the usual 
case, its discriminatory aspects. But if it is known to be pub- 
lic policy to resort to tax increases when additional money 
is needed for, say, distribution to consumers, then this con- 
tingent burden will hardly be overlooked by those upon 
whom it is likely to fall, which of course applies to other 
kinds of taxes besides those on business operations. 

A rise in tax rates on business net income may or may not 
have adverse repercussions on the volume of production, 
depending largely on whether the producers affected are 
making to begin with only the profits of pure competition 
or whether they are making the excess profits of monopoly. 
Insofar as the added burden falls on the excess profits of 
monopolies, it will presumably reduce the aggregate 
amount of (retained) profit necessary to motivate a given 
amount of production rather than the amount of produc- 
tion itself, since it will hardly depress the monopolists’ 
proprietary return below the standard set by the alterna- 



Monetary Controls 239 

tive opportunities open to the money and managerial skill 
involved. 

If it is undistributed profit in particular that is taxed at 
higher rates, this will tend to force a greater distribution of 
business net income. Thus an expansion of consumer money 
incomes ^d consumer spending may possibly be brought 
about without any additional funds passing through the 
Treasury. 

So far as concerns additional taxation of individual in- 
comes and property, there can be no doubt that a formula 
that redistributes money in favor of low-income groups 
will tend to increase the aggregate amount spent in con- 
sumer markets, since the alternatives to spending are al- 
ways of less practical importance to the poor than to the 
rich.“ In certain circumstances an increase in personal in- 
come taxes, like an increase in taxes on business net income, 
may cause some falling off in production enterprise. Estate 
and inheritance taxes, however, can hardly have this reper- 
cussion, nor can taxation of the economic value of land in 
the hands of either producers or consumers — ^the policy so 
eloquently urged by Henry George — since economic rent 
is a surplus not traceable to the productive efforts of the 
landowner. 

An alternative not to be overlooked is the possibility that 
taxes might be imposed directly on holdings of money. 
This approach was advocated for many years by Silvio 
Gesell, has been favorably considered by such outstanding 
economists as Fisher and Keynes, and was recently brought 
into new prominence in this country by Dahlberg.®^ 

21. See p. 199, n. lo above for an estimate of the amounts saved by dif- 
ferent income groups in the United States. 

22. Silvio Gesell, various writings including Tha Natural Economic Or- 
der, English translation, Neo-Verlag, Berlin-Frohnau, 1929. Irving Fisher, 
Stamf Serif, Adelphi Co., 1933. Keynes, The General Theory, pp. 353“ 
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The novelty of the suggestion would place proponents 
under the burden of proving necessity, and it is for what 
this kind of taxation could accomplish in case of necessity 
that attention is directed to it here. While it might raise 
large revenues, its primary purpose would probably be to 
discourage excessive hoarding when the rate of interest was 
below the level considered tempting by those in a position 
to save. 

A low interest-rate policy is not essential in order to 
maintain full employment. However, it may be generally 
desired, and there are in any event great advantages in 
having the interest rate under social control, as was pointed 
out in the last chapter. Considering that the tendency to 
hoard is capable of putting difficulties in the way, as noted, 
a question is raised as to the mechanisms by which such 
control might be solidly established. 

Although central banking authorities have secured ef- 
fective control over short-term rates in the leading money 
centers, the above question can probably not be answered 
satisfactorily on the basis of past experience so far as long- 
term rates are concerned. Naturally the latter are influ- 
enced by the interest obtainable on short-term loans, so 
long as the general public and the banks can shift their 
funds back and forth between bonds and short-term paper 
in search of the highest return, and therefore to a very con- 
siderable extent all rates of interest may be expected to 
moVb or remain constant together.^ Moreover, the central 

358. Arthur Dahlberg, When Capital Goes on Strike, Harper k Brothers, 
1938. The basic principle involved in the ‘‘hot money^’ proposals, as they 
are familiarly called, has been put into operation a number of times on a 
small scale, 

23. For a discussion of American experience in this respect, see Win- 
field W. Riefler, Money Rates and Money Markets in the United States 
(Harper & Brothers, 1930), pp. 9, 1 16-123. 
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banking authorities can doubtless do more than they have 
in the past to check hoarding based on speculative anticipa- 
tions of a later rise in the interest rate, by simply announc- 
ing with conviction what their long-run policy in the mat- 
ter is. It seems quite likely, however, that new techniques 
would have to be developed to enable society to establish 
its control over the long-term rate securely enough so that 
any desired rate, no matter how low, could always be made 
effective. In this connection two possibilities, besides that 
of direct public or semipublic organization of the invest- 
ment-banking process,®* appear particularly deserving of 
further consideration. Keynes has suggested that the cen- 
tral banking authorities should offer to buy and sell at 
stated prices gilt-edged bonds of all maturities (instead of 
short-term bills only), thereby directly regulating the 
yield obtainable on them.®' A second possible approach ob- 
viates the need to expand the total quantity of money by 
going straight to hoarded money and moving it by taxation 
or by requiring that it be loaned, in either case activating 
the supply side of the loan market and thus tending to 
hold down the yield expected on loans in general. 

To be effective, a tax on “idle money” would have to 
fall both on demand deposits and on currency. One pos- 
sible arrangement would be to have a standing percentage 

24. As in Berle’s plan for capital credit banks, with rediscount privileges 
with the Federal Reserve, to make long-term loans for plant construction 
at rates of interest adjusted to the country’s need for such constriction 
rather than to profit considerations. (According to this proposal interest 
rates would also be selective, the capital credit banks charging a hospital 
say pe^ cent when asking 4 or 5 per cent from straight commercial 
ventures.) See A. A. Berle, Jr., Memorandum: A Banking System for 
Cafital and Cafital Credit^ presented to the Temporary National Economic 
Committee, May 23, 1939J (included m T.N.EC. Hearings, Part 9, Sav- 
ings and Investment, pp. 4066-4079). 

25. The General Theory y pp. 205—206. 
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tax, which might be varied from time to time but would be 
uniform at any given time, payable by anyone with a check- 
ing deposit at the bank or with currency in his possession.®* 
Currency in this case would become “stamp scrip” — ^i.e., 
paper money to which stamps would have to be affixed at 
stated intervals to maintain its value — or “calendar money” 
in some form. Since such taxation would weaken the ad- 
vantages of cash liquidity, or in other words increase the 
incentive to make loans (and buy commodities or any assets 
other than money) and reduce the incentive to borrow 
beyond immediate spending needs, it would operate in the 
direction of lowering the rate of interest. The search for 
ways of preserving a relative amount of liquidity while at 
the same time avoiding the tax on money itself would ex- 
pand the demand for securities and thus brin|^ down the 
rate of interest obtainable on bonds. It would similarly in- 
crease the desire to lend money on short term and on call, 
thereby directly lowering the rate of return on such lend- 
ing. Since the supply of funds entrusted to savings banks 
would also be likely to increase, while savings banks would 
be taxed on the uninvested balances of these funds, lower 
rates of interest would probably be paid on savings de- 
posits.®^ 

26. Dahlberg points out by way of partial precedent that bank balances 
are taxed as personal property in several states today. When Cafital Goes 
on a Strike^ P* 

27. As under the supposition of automatic or obligatory lending of large 
money balances, previously discussed, it would have to be decided whether 
time deposits in commercial banks should be treated as money belonging to 
the depositors (and hence as taxable to them) or whether they should be 
treated as money loaned to the bank (and hence as taxable to the bank, like 
money belonging to its stockholders, unless the bank spent or reloaned at 
the same rate). Naturally in either case the net rate of interest obtainable 
on time deposits would, also, tend to fall. One solution — such as might be 
introduced in connection with the 100 per cent reserve principle — ^would 
be to segregate time-deposit banking, regarded as an aspect of the lending 
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At the same time the tax on money would stimulate the 
demand for foreign money — if this was not discouraged by 
application of the same tax to dollar balances held in this 
country by foreign banks, or prevented by regulations im- 
posed with respect to short-term capital movements in gen- 
eral — ^bes^des stirring up the demand for jewelry, precious 
metals, and so on. Even real estate and various durable 
commodities offering the owner no great amount of liquid- 
ity but having the advantage of low storage, wastage, or 
other carrying costs might well be sought out, so that the 
tax might create an unusual degree of activity in a number 
of different markets and in some lines of production. Land 
values might rise, in the absence of increased rates of taxa- 
tion on assessed land valuations and economic rent. These 
secondary effects would have to be taken into account. 

A variant policy would be to have the tax apply to large 
amounts of money only — ^that is, to excess balances, de- 
fined in any convenient way. Here most individuals and 
most businesses would remain unaffected, but the hoarder 
of large amounts would be penalized.^ This might be done 

business, from demand-deposit banking, regarded as concerned with the 
provision of a convenient mechanism for holding and paying money. As 
suggested by Dahlberg Cafital Goes on Strike^ pp. 82—88, 199- 

207), some form of the 100 per cent reserve plan might also prove useful 
to forestall a shrinkage in the quantity of money upon the introduction of 
a substantial tax on money, since otherwise demand deposits might possibly 
be liquidated on a large scale through failure of the commercial banks at 
first to make new loans and investments as rapidly as customers, seekihg to 
avoid the tax, paid oflc old loans and bought bank assets. 

28. While such a rule would be readily enforceable if all money were in 
the form of demand deposits, it might have to be discovered through ex- 
perience whether the secret accumulation of large quantities of currency 
would tend to defeat it. It is perhaps in this connection, i.e., if a tax on ex- 
cess hoarding ever seemed to be necessary, that the possibility of “dated” 
currency (paper money reissued at stated intervals and marked as valid 
only if used within a certain period of time) might be given consideration. 
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on the theory that, since the economy required a certain 
amount of money for its satisfactory operation, anyone ab- 
stracting a considerable sum from the general circulation 
merely to put it in storage would be causing society the in- 
convenience of creating additional money and would there- 
fore be committing an antisocial act. 

Let us pass on to the third method whereby government 
can put itself in funds. Government does not necessarily 
have to rely on borrowing and taxation, since it can issue its 
own noninterest-bearing currency notes, such as greenbacks. 

For government to print noninterest-bearing notes when 
it requires money, instead of printing interest-bearing notes 
and bonds and selling them to banks and the general pub- 
lic, admittedly violates the canons of orthodox private fi- 
nance. The objection is understandable both from the 
standpoint of the private advantages of those who might 
buy the bonds and also from the standpoint that excessive 
issue of paper money by government so raises prices that 
all debtor-creditor relationships are upset and eventually 
calamity results for large sections of the population, as has 
happened on numerous occasions in history. But govern- 
ment does not need to turn to its own printing press to ob- 
tain money. A modern monetary system can also be inflated 
■without limit through the sale of government bonds to the 
banks, with the bonds themselves counted as banking re- 
serves5 the obligation to pay interest on these certificates of 
indebtedness is to a hard-pressed government a trifling 
consideration that will not check the process once it gets 
under way. In the last analysis protection against inflation 
must come from attention to economic essentials rather 
than from preoccupation with purely mechanical details, 
since no carefully erected legal barriers can stand up against 
the storms that sweep a badly disorganized system. It 
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therefore seems justifiable to assume that, given an econ- 
omy whose salient characteristic is exactly the fact that the 
monetary authorities are under a mandate to control the 
volume of consumer spending, there is no insuperable ob- 
jection to government paper money from a social point of 

• 29 

view. 

On the other hand, the need to rely on this method is 
hardly likely to be great, and may indeed never arise at 
all.°® If those with large quantities of money in their pos- 
session are unwilling either to spend it or to lend it at the 
rate of interest the monetary authorities have decided to 
maintain, and if in such circumstances government is reluc- 
tant either to make lending obligatory or to tax money bal- 
ances, the issuing of noninterest-bearing notes may be the 
best way to meet its responsibility toward consumer spend- 
ing and the monetary circulation generally. Like borrow- 
ing from the banks, however, this may put government to 
the trouble of contracting expenditure later on to offset dis- 
hoarding. For unless the banks are canceling money in con- 
nection with the retirement of debts owed to them at the 

29. The present legal position is another matter. While the Constitution 
gives Congress the power ‘*to coin Money” and ‘‘regulate the Value thereof” 
(article i, section 8), it appears that a proposal to permit the Federal Gov- 
ernment to issue its own notes was voted down at the Constitutional Con- 
vention 5 see Harry Scherman, The Promises Men Live By (Random House, 
1 93 8)) PP* 333^334? 335 n. If the Constitution requires amending in this 
particular, the change is justified by the fact that the importance of assuring 
social control over the value of money, i.e., the price level at which*eco- 
nomic activity takes place, is now matdied or exceeded by the importance 
of assuring social control over the volume of this activity. 

30. Excess reserves of member banks were estimated on August 28, 1940, 
at $6,490,000,000 (the New York Times, August 30, reporting weekly 
Federal Reserve bank statements), indicating the possibility of an enor- 
mous expansion of the quantity of money through the banking mechanism 
under existing reserve requirements. And the latter rules are of course in no 
sense final. 
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same rate that government is issuing its notes, the initial 
result will be a rise in the total quantity of money out- 
standing. 


The Problem of Quantitative Estimates 

It is difficult to generalize about the probable effect of a 
full-employment policy on the quantity of money in the 
system and the size of the public debt, since everything 
hinges on the financial methods elected. The quantity of 
money will depend on liquidity requirements — ^more or 
less as these are viewed by the money-holding public, al- 
though government might modify prevailing views by tax- 
ing money or by exerting pressure to bring it to the Treas- 
ury in the form of loans. The state of the public debt will 
depend on what, for all its importance, may be called a 
convention. That is, it will depend on whether government 
claims and exercises its prerogative to create money on its 
own account in certain circumstances or whether it sticks to 
the rule of “sound finance” and borrows, if need be, from 
the banks. Many of the other quantities involved are sub- 
ject to the same type of uncertainty. 

The National Resources Committee’s estimate that the 
man power available in 1938 would be fully absorbed at a 
level corresponding to an annual consumer income of 88 
billion (1936) dollars®’ might be taken as a point of de- 

C 

31. In 1929 dollars, 105 billions, Patterns of Resource Use (U. S. Gov- 
ernment Printing Office, 1938), p. 33. Compare with this the findings of 
{d) The Brookings Institution (Edwin G. Nourse and associates, AmeriaPs 
Capacity to Produce, and Maurice Leven, Harold G. Moulton, and Clark 
Warburton, Americans Capacity to Consume, both 1934) ; and (Jd) the New 
York Housing Authority, Report of the National Survey of Potential Prod- 
uct Capacity, 1936 (summanzed in Loeb and associates, The Chart of 
Plenty ) . 
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parture in working out an advance estimate of the amount 
of consumer spending necessary to secure full employment 
in the United States today. It would also be useful to know 
within close limits to what extent the mechanisms of pub- 
lic finance would have to be thrown into action to secure 
fulfillment of a guarantee of the amount deemed to be 
necessary initially, if government were to give such a guar- 
antee. Since so much would depend on the spirit with which 
the situation was approached, as well as on interest-rate 
policy and other variables, it is perhaps doubtful whether 
any of the existing estimates of savings and so on would be 
very helpful. It would seem imsafe to assume that the in- 
crease of payments into and out of the Treasury would be 
small. But the writer has no estimates to offer. 

Monetary Principles of a Full-Employment 
Market Economy 

The distinction must be kept clear between such questions 
of monetary policy as have optional answers and the mone- 
tary principles that should be preserved intact to assure 
full employment in a system of production for market. A 
number of questions in the former category have now been 
discussed, and it seems well to return in conclusion to broad 
principles. 

In the first place, it appears obviously essential foi* full 
employment that the monetary system be recognized as an 
instrument to be used for social purposes. This means that 
money should be definitely subordinate to organized so- 
ciety, rather than society subject to the t3oranny of special 
monetary conventions — conventions regulating the issue 
of money in accordance with the scarcity or plenty of pre- 
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cious metal within the country, the rate at which private 
debt might be incurred at the banks, and so on. There is 
probably little room for dispute over this general proposi- 
tion. 

In the second place, the analysis made in this book sug- 
gests that the monetary operating principle most consistent 
with full employment on the one hand and the decentral- 
ized initiative of production for market on the other, and 
therefore for practical purposes the most important single 
monetary operating principle for a full-employment mar- 
ket economy, would be the advance determination, through 
government underwriting, of the volume or rate of con- 
sumer spending.®^ The emphasis herein given to this point 
appears to be in some respects novel, although few would 
deny the less specific proposition that a sufficiency of pur- 
chasing power is of fundamental importance. 

The principles in accordance with which production 
would be financed, assuming such social control over con- 
sumer spending, would be perfectly familiar. From the 
standpoint of producers for market, the rule would be that 
money would be raised (indebtedness incurred, by short- 
term or long-term borrowing, or “risk money” solicited) 
wherever and to the extent that the existence of a prospec- 
tive market for products made this appear to be a profit- 
able stepj or, more genesrally, money would be raised as 
suggested by a comparison of anticipated costs and antid- 
pated returns for different levels of output. The corre- 
sponding rule from the standpoint of the banking system 
would be that the legitimate needs of business should be 
accommodated without restriction, that is, that loans should 

32. With the trend in the amount to be spent in consumer markets from 
year to year decided with reference to price-level policy — e.g*., with the end 
in view of holdingc the price level steady — as noted. 
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be made wherever the prospective borrower appeared to 
be a good risk. 

Partly in order to make certain that no hindrance to pro- 
duction would arise from the side of the banks or the loan 
market in general (as opposed, that is, to the limitations 
enforced.by the state of the demand for products), and 
partly in order to assure fulfillment of the guarantee with 
regard to consumer spending and permit expansion of pub- 
lic works and resort to any other secondary measures 
against imemployment, government would have to have 
final control over the amount of money to be advanced to 
producers or to consumers in the aggregate. This is not 
meant to imply discretionary action on the part of the pub- 
lic monetary authority or agency, but rather mandatory ac- 
tion, in fulfillment of national policy as laid down by Con- 
gress, taken on the basis of information provided by the 
indexes of consumer spending, employment, and so forth. 

In theory, the result required might possibly be achieved 
with the banking system completely independent of the 
public monetary authority in fact as well as in law, with 
the banks declining to buy government obligations, and 
with the banking system itself not sufficiently integrated 
to be able to develop and put into effect a consistent na- 
tional policy. That of course is far from the present state 
of affairs. But in that situation government could make the 
needed marginal adjustments in the stream of money pay- 
ments by issuing and canceling noninterest-bearing notes, 
which would be put into circulation by loan or subsidy and 
withdrawn by borrowing or taxation# 

Or, toward the other extreme, a combined banking and 
fiscal mechanism can be imagined, constituting a single, 
unified bookkeeping department for the economy — an ar- 
rangement having some advantage from the standpoint of 
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simplicity. Here the central banking authority at least 
would become identified with the Treasury Department. 

Our historically demonstrated preference for checks and 
balances, including monetary checks and balances, suggests 
that some suitable middle groimd might be preferred. Thus 
government might achieve the socially necessary ;nonetary 
ends partly by way of influence exerted upon the banks, 
through or in parallel with the board of governors of the 
Federal Reserve system, and partly by way of supplemen- 
tary operations of a borrowing-lending character, etc., car- 
ried on directly with production enterprise or with individ- 
ual consumers by public agencies. 

The Federal Reserve authorities would consequently re- 
tain their present instruments of control over the circula- 
tion — ^rediscount rate, open-market operations, ’Variable re- 
serve requirements, variable margin requirements, pub- 
licity, moral suasion, and so on — and might well extend the 
range of their influence, assuming an expansion of the Fed- 
eral Reserve system to include a higher proportion of the 
nation’s banks. It is perhaps questionable whether all of 
these instruments of control would under the circumstances 
retain their present significance. Whereas under existing 
conditions all of them taken together are insufficient to 
maintain full employment, the introduction of direct social 
control over the volume of consumer spending might cause 
some of them to atrophy from disuse. However, those em- 
ployftd to guard against excessive use of funds for specula- 
tion and against excessive expansion, in unusual circum- 
stances, of bank credit in general would probably still be 
important. 
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Chapter IX 

Ends and Means 


I F this country is to abolish unemployment once and for 
all, there must first be on the part of most Americans a 
recognition of the importance of the goal, a general 
understanding of the means required, and a willingness to 
adopt those means. 

It has been argued in this book that full employment can 
be assured either by a system of planned production or by 
appropriate monetary controls in a market economy, and 
the analysis has shown in what respects primarily, if we 
had that assurance, our economic procedures would be dif- 
ferent from what they are today. In conclusion the reader 
may be reminded of certain points that bear on the practical 
problem of action. 

The average person will naturally be deeply interested 
in knowing the secondary effects of full employment. How 
much change is necessary to secure this desired end? If jobs 
are assured to all who are willing and able to work, how 
different will the situation of the individual be in other re- 
spects from what it is now? To the extent that it will be 
different, will he gain more freedom of action or will his 
freedom of action be circumscribed by new limitations? 

The answers to such questions depend to a considerable 
extent on the kind of full-employnvsnt economy intended. 
An economy operating under a comprehensive production 
plan will be unlike a market economy, even though the 
latter will be bound to have sizable elements of directly 
planned production in it and though conditions can be 
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imagined in which the two procedures themselves would 
tend to converge. 

For historical reasons at least an economy retaining pro- 
duction for market can be expected to appeal to Americans 
right now a good deal more than an economy with an over- 
all production plan. A system of planned production is 
something of an unknown quantity. Against the wastes that 
production planning avoids through its ability to eliminate 
duplication, minimize selling costs, generalize the best 
available processes, and so on, must be set the costs of the 
informational machinery required to assure that the plan 
will be drawn up and continuously adjusted so as to pro- 
duce what the public wants, and, more important, the costs 
of administering the plan as drawn, i.e., the costs in terms 
of bureaucracy at the center and sacrifice or progress 
through loss of individual managerial initiative. Largely 
because of the difficulty of assessing this last factor without 
either over- or underestimating it, no convincing balance 
that takes account of all of these factors appears to have 
been struck as yet. On the other hand, production for mar- 
ket is familiar already through long experience, and the 
changes involved in establishing a full-employment mar- 
ket economy will evidently be the minimum changes with 
which unemployment can be permanently abolished. 

Fortunately it is not necessary to transform the whole 
economy or else lose the main benefits of production plan- 
ning.'‘After all a market economy is not one that gets along 
without planned production in cases where the latter is ob- 
viously the best method of providing a needed commodity 
or service. It is simply an economy in which the burden of 
proof is on those who claim that the planned-production 
procedure should be adopted in any particular case. This 
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Statement should be qualified to allow for the fact that 
emergency planned projects will be operated from time 
to time to take up slack in the system temporarily. By and 
large, however, having once established the conditions for 
a noncontracting aggregate market, society can draw the 
line between planned production and production for mar- 
ket wherever it chooses, without the hope that an expansion 
of the former will increase total production, or on the other 
hand the fear that it may as the result of its repercussions 
cause total production to shrink. Naturally for the best 
results account should be taken of the disturbing eflFect of 
uncertainty as to which areas are going to be occupied by 
planned production. The more definitely the boundaries of 
these areas are marked out in advance, the better. 

Production for market need not in every case imply pro- 
duction for sale to individual consumers (any more than 
planned production need preclude such sales), since it is 
possible for government to buy products from market en- 
terprise with the proceeds of general taxation and let the 
public have these products “free.” Sometimes — especially 
while unemployment is being eliminated to begin with — 
the decision to increase the free distribution of goods and 
services can be expected to be based on a deficiency of cer- 
tain types of consumption among low-income groups. For 
example, this might well be true of medical service. On the 
other hand, after full employment is once attained, further 
expansion of the free list is likely to be based on the cj*lcu- 
lation that demand for the good or service in question is 
relatively inelastic, so that to mak« it available free of 
charge will serve convenience but will not greatly expand 
the use of that product and hence not require the release 
of factors of production from other employments. 
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Full Emjiloyment 


Ricardo^s System, America Today, and a Full- 
Employment Market Economy 

It is of interest from the standpoint of the broad theory 
of econonaic systems that a full-employment market econ- 
omy will resemble the world of present-day American ex- 
perience, not the hypothetical world of Ricardo and the 
classical economists, so far as concerns the nature of the in- 
dividual producer’s markets, but will resemble the Ri- 
cardian and not the actual world in possessing a stable total 
market at a level ruling out any involuntary idleness. On 
the one hand, competition will be largely imperfect or mo- 
nopolistic rather than perfect or pure competition} for it 
can be assumed that product differentiation’ — ^the thing 
that tends to make competition monopolistic in the first 
place — ^wiU for the most part persist except where produc- 
tion planning is introduced. On the other hand, curtail- 
ment of any particular production will imply expansion of 
some other kind of production rather than a shrinkage, or 
possible shrinkage, in the general aggregate of economic 
activity. 

No special novelty will necessarily be introduced in the 
operation of the market for consumer goods, the factor 
markets (capital goods, labor, and land), or, subject to 
qualifications reviewed below, the money market (securi- 
ties ^and short-term loans). In other words, the present 
problem will remain of securing as automatic a functioning 
of these markets as possible, while at the same time pre- 
venting distortions dfie to monopoly and excessive specu- 
lation. 

I. “Product?^ must be interpreted as including the satisfaction or lack of 
it felt by a buyer in trading -with a particular seller, as well as the merit, 
real or fancied, attaching to a particular brand name. 
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As is generally reco^ized, the element of monopoly in 
production tends to bring about an uneconomic allocation 
of society’s efForts, the monopolistic units holding their 
output below the level corresponding to the social opti- 
mum.® In ordinary cases of monopolistic competition among 
enterprises of moderate size, attempts to improve on the 
natural course of events would very likely cost more than 
they were worth in terms of the slightly better results 
theoretically obtainable. That is, when account is taken of 
the burden of regulatory measures themselves, allocation 
is likely to be less distorted without such interference. 
Stated differently, a good deal of price ‘‘administration” 
appears to be not only thoroughly ingrained in the Ameri- 
can economy but also, practically speaking, harmless. But 
the same cannot be said of cases where real monopoly 
power esists, that is, power to exclude rivals from the mar- 
ket. Here the proper balance in allocation is likely to be 
seriously upset. 

There are furthermore certain other basic problems in- 
dissolubly connected with the existence of monopolies, and 
a full-employment market economy will have to contend 
with these also. For one thing, it is difficult to secure a nor- 
mal rate of return to competitive enterprise when the ne- 
cessities of life are controlled by a small number of busi- 
ness giants. A stable relationship between the volume of 
anticipated consumer spending, the rate of money wages, 
and employment depends among other things on stability 
in the aggregate amount of profit required to motivate pro- 
duction. Hence if there is a trend toward more monopoly, 
enabling a small number of producers to skim off an in- 
creasing amount of profit over and above normal net inter- 
est on the sums invested, this will operate in the direction 

2. Cf, chap, iii above. 
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of discouraging other enterprises and contracting produc- 
tion for market as a whole unless measures are taken to 
change the relation of business retxirns to business costs so 
as to expand the aggregate profit share. Moreover, quite 
aside from any increase in monopoly, it is evident that the 
profits of monopoly help to create large income inequali- 
ties, and, whether or not these are held to be socially un- 
desirable on their own account, they certainly tend to re- 
sult in the saving of large sums of money that might other- 
wise be spent, thus complicating the problem of realizing 
any specified volume of consumer spending. As we have 
seen, it is possible to maintain consumer spending in any 
case; nevertheless it is a safe generalization that fewer dif- 
ficulties will arise if there are no disproportionately large 
individual holdings of money requiring to be offset or else 
coaxed back into the monetary circulation. Finally, due 
note must be taken of the danger to genuine political de- 
mocracy inherent in concentrated private economic power. 
That this may transcend all other considerations can readily 
be appreciated. For example, if concentrated private eco- 
nomic power prevents government from establishing quan- 
titative monetary control, then it is useless to look for as- 
sured full employment — ^together with democracy — ^in any 
case. 

It follows that, after as well as before establishing full 
employment, society will stand in need of policies capable 
of preventing monopolies from conflicting with the public 
interest. No part of the analysis in this book is intended to 
imply the contrary. 

A good way of visualizing the connection between the 
monopoly problem and the problem of ending unemploy- 
ment is to think of how prices might react upon the first 
adoption of a “national income insurance” plan. Undoubt- 
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edly such a plan will require an initial rise in total con- 
sumer spending above its previous level. Will not monopo- 
lies defeat the purpose of the program by raising their 
prices and thus preventing the desired increase in the vol- 
ume of production and employment from materializing? 

The answer to this question appears to be as follows. 
First, full employment could be secured even though mo- 
nopolies by raising their prices absorbed the entire addition 
to consumer spending. But this would involve a large sup- 
plementary expansion of planned production supported 
from the budget (or, of course, special stimuli to business 
such as subsidies and tax remissions). Second, the assumed 
rise in monopoly prices could be prevented from raising 
the price level as a whole, because the output of the sup- 
plementary planned production, instead of being supported 
from the budget, probably could be sold to individual con- 
sumers, thus increasing the total volume of marketed con- 
sumption output in step with the number of dollars of con- 
sumer expenditure. But this would be a Pyrrhic triumph, 
for it would reduce the sales receipts of competitive pro- 
ducers, forcing a contraction in that part of the economy 
and thus sooner or later necessitating additional measures, 
such as a further expansion of planned production charged 
to the budget. Therefore, finally, if what is wanted is full 
employment through controlled expansion of froduction 
for market, the only sensible procedure will be to face di- 
rectly up to monopolies and take steps to prevent monop- 
oly prices from rising when “national income insurance” 
goes into effect. 

Probably the issues presented by monopoly can best be 
approached from a number of different angles simultane- 
ously. When the public has the facts, it may be possible to 
induce enterprises with monopoly power to administer 
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their prices in the interests of volume sales. If consumer 
cooperatives extend the field of their operations, competi- 
tion between them and private producers should do much 
to hold down monopoly prices and profits. Trade unions 
can bring pressure to bear on large corporations where the 
latter inadequately appreciate their social responsibilities. 
Public regulation of prices, revision of the pafent laws, 
public “yardstick” plants, and the restoration of more vig- 
orous competition through active enforcement of the anti- 
trust laws all seem to have an important place. As previ- 
ously suggested, in certain types of situation accounting 
regulations might be imposed that would simulate the re- 
sults obtained under pure competition by expanding pro- 
duction up to the point of equality between marginal cost 
and price. And so on. Naturally, however, in ^ven cases 
abandonment of production for market in favor of planned 
production under public ownership may finally recommend 
itself as the best solution. 

A full-employment market economy will also inherit 
some of the problems connected with speculation — ^which 
in one sense represents the quintessence of the perfectly 
competitive market principle. By and large speculation acts 
in the direction of producing the price movements antici- 
pated by the speculators, so that it tends to reverse those 
movements that are believed to be in the nature of tempo- 
rary deviations above or below a stable norm, and to ac- 
centuate those believed to represent the early stages of a 
one-way trend. From the standpoint of equilibrium pure 
and simple, therefore, it might be considered a desirable 
phenomenon in the former type of case and undesirable in 
the latter. But the issue will in all probability be somewhat 
more complicated. For example, if society decides to bring 
about a steady decline in the rate of interest, speculators 
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who disbelieve in the possibility of accomplishing this 
might cause the monetary authorities some difficulty by 
holding large sums of money idle in anticipation of a later 
rise in the rate. In general, speculation will probably lose a 
good deal of its importance when the volume of consumer 
spending comes under social control. If it still proves ca- 
pable of iflarkedly afFecting, by sympathy, the volume of 
business enterprise, additional limitations on the credit 
available to speculators can always be imposed through the 
banking system. For reasons suggested previously, it will 
perhaps be necessary to place restrictions on speculative 
purchases and sales of foreign exchange. 

Let us now consider, by contrast, in what essentials the 
theory and practice of a full-employment market economy 
will differ from the practice of our present economy and 
the true theory of it. In the Ricardian plan of a noncon- 
tracting economic system, which generations of economists 
have insisted in the face of the facts resembles the real 
world, it is always a question of producing this thing or the 
other thing, and never a question of producing this thing 
or nothing at all. It is important to observe that the former 
will at last turn out to be the real alternative, once full em- 
ployment is deliberately organized. 

This is by no means a matter of academic interest only. 
Practical policy cannot fail to be affected by the distinction 
in a niunber of important ways. Where capital formation 
and the production of goods for immediate consumption 
are between them bound to keep the whole available labor 
force employed, the traditional analysis of the sacrifices 
and merits of thrift acquires real social meaning. At the 
same time the price level will respond to changes in the 
quantity of money as suggested by the quantity theory — 
i.e., the two will tend to vary cfirecdy except for possible 
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increases or decreases in the desire to hold cash balances 
(which may be interpreted as velocity changes) or in the 
prevalence of nonmonetary transactions. Moreover, with 
consumer spending predetermined, the volume of employ- 
ment ojBFered by production for market will stand in in- 
verse relation to the net rate of money wages paid by em- 
ployers. In the matter of foreign trade, the arguments for 
free trade will no longer be weakened or vitiated by the 
possibility that there may in practice be no substitute in- 
dustries to take the place of the industries unable to stand 
without special protection. In short, the dynamics of the 
economy will difFer from the present dynamics, and, 
broadly speaking, although full laissez fairs will not be 
reintroduced, there will be a correspondence between the 
facts of experience and the rationale associated with the 
writings of the classical economists. 

This change will certainly make for more freedom of 
social action rather than less, since one of the outstanding 
features of a contracting-expanding economy is evidently 
the necessity under which it places those responsible for 
public policy to sacrifice almost every other consideration 
to shifts of all kinds adopted in the hope of avoiding a 
shrinkage of markets. Freed from that incubus, society can 
proceed to settle its various other economic problems on 
their own merits. 

For example, a full-employment economy will not be 
bou^d to a protectionist policy by a real or assumed need to 
maintain jobs in given, existing industries. That is not to 
say that free trade will forthwith acquire magical proper- 
ties that never did orVill belong to it except in the minds 
of extreme partisans oblivious to long-run and ‘‘noneco- 
nomic” considerations. It wiU still be necessary to inter- 
pret net advantage In broad perspective — and therefore to 
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weigh the advisability of supporting certain high-cost “in- 
fant” industries and certain other kinds of production that 
will be expensive in relation to the cost of importing but 
valuable to the home economy from the standpoint of na- 
tional defense. It will be important also not to remove ex- 
isting import duties so suddenly that the inefficient indus- 
tries whose markets will then be invaded will shut down 
more rapidly than it is physically possible for others to ex- 
pand. And, considering both the uncertainty connected 
with all international dealings and the amplitude of pos- 
sible fluctuations in the demand on the world market for 
particular home products, there will doubtless be room — 
even where unilateral tariff reductions would of them- 
selves bring a higher real income at home — ^for “horse 
trading” in the form of the withholding of concessions to 
foreigners until the latter agree to offer concessions in re- 
turn. However, while the necessary qualifications must be 
admitted, the public interest will in general be served by 
the removal of restrictions on imports, to the end that 
goods may be brought in from abroad whenever their cost 
delivered is less than the cost of home production. For, 
full employment being assured in any case, this will result, 
by way of a re-allocation of production factors, in a higher 
domestic standard of living. It is clear, therefore, that a 
full-employment market economy will have a big incentive 
to take the lead in restoring and further expanding the 
volume of international trade. 

On the other hand, this impetus toward liberalization of 
international transactions will probal^ly not apply to for- 
eign lending, which, as we have seen, is likely on the con- 
trary to be placed under certain restrictions. Suppose, for 
example, a flight of capital were to begin. It would be sur- 
prising if a nation, after taking its own economy in hand to 
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the extent of providing job security for its inhabitants, 
would then be willing to make its own monetary task diffi- 
cult or invite international political complications by fad- 
ing to check this flight of capital. 

Workers, Entrepreneurs, and Income Savers 

A LARGE part of the foregoing discussion has dealt with 
concepts that are more familiar to statesmen and econo- 
mists than to others. Let us therefore now reduce the char- 
acteristics of a full-employment market economy to the 
common terms of individual experience — ^the experience 
of the person who works for an employer, the person who 
is an entrepreneur or business proprietor, and the person 
who saves out of his income but does not himself actively 
employ his savings in production. 

For the worker it seems clear that there will be nothing 
inherently difFerent in the mechanics of such an economy 
from what is already met with every day. The decisive fact 
will be that everyone wanting to work and not actually in- 
capable of working will be assured of finding a job-— the 
most desirable jobs tending to go as usual to those best 
qualified to fill them, but the elimination of poverty cre- 
ating more equality of opportunity to qualify. The bar- 
gaining position of labor as a whole will be greatly 
strengthened by the absence of unemployment. 

Tfhe category of entrepreneurs is hard to delimit pre- 
cisely, since it may be taken to include such widely differ- 
ent groups as farmers^and small business proprietors, inde- 
pendent professionals, inventors, financial promoters, 
speculators, stockholders, top business executives working 
partly on a salary basis, and directors and others in control 
of the policies of large corporations. At one end the entre- 
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preneur shades imperceptibly into the salaried executive. 
The small stockholder, on the other hand, has in practice 
a great deal in common with the bondholder or anyone else 
who allows his funds to be put to work by others. And 
from the standpoint of their relation to the economy as a 
whole the* various types of enterprise and initiative ranged 
in between show considerably less homogeneity than per- 
tains to those who work for wages and salaries. 

However, it will probably be agreed that all those who 
either work for a return that is not fixed in advance but 
depends on the success achieved in marketing some product 
(whether it be literary output or copper wire), or who ad- 
vance money for such a return (thus supplying “risk 
money” to production), or both, constitute society’s entre- 
preneurs. Moreover it will hardly be disputed that, while 
the ability to originate, the ability to organize, and the 
ability to administer are bound to be at a premium in any 
economic system, being always scarce in relation to the de- 
mand, a decentralized system of production for market 
especially favors the development of these dynamic talents. 

It follows that a full-employment market economy 
should provide as fertile a field for enterprise as can be 
conceived of in a mature society. For under those circum- 
stances — ^with business acumen still required to forecast the 
demand for ‘particular products, but with uncertainty about 
the size of the total demand eliminated — ^the entrepreneur 
can always go ahead in the knowledge that, with merely 
average skill and average fortune, he will secure a return 
equal to that obtainable on services “and money hired out 
to someone else. There will, however, be a real price 
exacted for the absence of slumps, or periods of abnormal 
losses so famil i ar at present, since periods of feverish boom 
activity and abnormal profits will also be absent. Moreover 
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the drive to curb the excesses of speculation and monopoly 
•will undoubtedly be strengthened rather than weakened, 
if only because these excesses cordd complicate the prob- 
lem of maintaining the conditions for full employment, as 
already noted. But since this drive has long been mobiliz- 
ing business support around its banners of legitimate busi- 
ness and fair competition, most entrepreneurs can be ex- 
pected to regard its progress with satisfaction rather than 
dismay. 

Consider finally the position of those who save but are 
not actively employing their own savings in production, 
choosing instead either to lend them to others by acquiring 
securities, life insurance, savings accounts, and so on, or to 
hold them inactive — on demand deposit in a bank or pos- 
sibly in the form of currency. (Of course often these same 
persons are also entrepreneurs or workers.) 

There is no reason why the indmdual citizen, or busi- 
ness management, will necessarily experience any loss of 
freedom of action in the disposal of unspent money. On the 
contrary, matters can be expected to stand as before — -pro- 
vided, only that conflict between social and private interests 
does not arise out of large-scale hoarding, based on un'will- 
ingness on the part of the holders of money to lend it at 
the going rate of interest, or out of a sudden rush of funds 
into foreign investment in search of a higher return abroad. 

Theoretically government could establish a domestic 
rate'of interest completely satisfactory to those individuals 
and corporations in a position to save large sums of money, 
since it could borroT7 for transmittal to consumers the 
amounts by which the savings attracted by this high mter- 
est rate exceeded what production could afford to borrow 
on such terms for purposes of capital formation. But full 
employment would then involve a heavy emphasis on con- 
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sumer-goods production relative to construction and to 
capital-goods production generally — as well as compara- 
tively heavy public charges for servicing the public debt — 
and it is not clear how public advantage would be served 
by a policy delaying the rise in the standard of living by 
making it difficult to build better equipment for future use. 

In the lace of a wave of hoarding generated by a low in- 
terest-rate policy, government could still maintain con- 
s\imer spending and secure adequate accommodation for 
production borrowers at the prevailing rate through the 
creation of new money. And an unexpectedly large amount 
of foreign lending could be prevented from creating un- 
stable boom conditions by a manipulation of the taxes di- 
rectly affecting production; or it could be taken care of in 
advance, as previously noted, by having the rate of con- 
sumer spending itself made conditional on the balance of 
payments on current account. Beyond a certain point, how- 
ever, preventive measures seem likely to be preferred to 
compensatory measures, both because of the fixrther prob- 
lems raised by the required compensatory measures at the 
time and also because of the aftereffects invited — dis- 
hoarding, international political repercussions, and so forth. 

In short, the position of the saver of money in a full- 
employment economy needs to be stated in conditional 
terms. Ordinarily he can expect to be exactly as unre- 
stricted in the disposal of his savings as he is today. There 
may, however, be times of stress when he will be unable to 
obtain foreign exchange for the purpose of investing abroad 
and when large cash balances at least will be taxed or auto- 
matically borrowed by government. 

From the standpoint of extreme individualism any such 
tampering with the right of private parties to do exactly as 
they see fit with their own money — ^that is, their right to 
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send it out of the country or hold it out of use altogether 
until such time as it seems likely to earn them a return sat- 
isfactory to themselves — ^may be regarded as plain arbi- 
trary seizure. Similarly with any issuing of government 
paper money, although the seizure here is more round- 
about. Indeed similarly with any governmental, monetary 
management whatsoever, since in the last analysis the only 
money system completely under individualist control is a 
really “automatic” system composed of money with in- 
trinsic value, such as gold. All of this must surely be ad- 
mitted. The point, however, is that there are other people 
to be considered besides the inert individual (economically 
speaking) who will neither spend nor invest, except on his 
own terms. And these monetary measures wear a vastly 
different appearance when viewed in the lighf of a social 
decision that no one willing and able to work should be de- 
prived of that opportunity. 

Some Political Considerations 

The political feasibility of permanently abolishing unem- 
ployment will be underestimated if the “national income 
insurance” idea is neglected. For this particular procedure 
can make a very wide appeal. 

In the first place, this technique makes it possible to pro- 
tect the decentralized production initiative and control to 
which we have become accustomed, and to keep govern- 
ment interference at a minimum. 

Just so long as privafe enterprise gets along satisfactorily 
by itself, as indicated by the fact that it is of its own accord 
issuing purchasing power at a rate that maintains full em- 
ployment without upsetting price levels, the public mone- 
tary authority will be a passive bystander, taking no action 
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at all. That makes it hard to claim that the consumer- 
spending guarantee involves unnecessary government med- 
dling, imless one regards full employment itself as un- 
necessary. And when on the other hand conditions are such 
as to require the assistance of public finance to keep unem- 
ployment^from developing, the government spending will 
take a form in which it can be expected to encounter as 
little opposition as possible. Business itself, it seems safe 
to say, will not be unalterably opposed to the principle that 
the final markets for its products should be supported. 
Certainly such support will be welcomed by comparison 
with an indefinitely large expansion of planned public pro- 
duction. 

This is not to say that there is no place for special in- 
ducements fin the form of government contracts or sub- 
sidies — ^which will doubtless be even more popular with 
the immediate recipients than a guarantee of consumer 
spending in general — or for public works and other forms 
of publicly organized production. Both types of approach 
may be called for either by general policy or by the need 
for special mechanisms of stabilization. It is an open ques- 
tion whether certain economic services should not now be 
permanently planned and administered by government in- 
stead of remaining in the halfway position of private enter- 
prise publicly regulated. So far as concerns a flexible 
planned program of public employment, such a program 
will be favored by most people if the projects are of genu- 
ine social utility, do not compete with business for the 
buyer’s dollar, and are prevented by public control over 
the rate of interest from raising the cost of borrowing for 
business purposes} indeed in these ciraxmstances it is likely 
to encourage rather than merely supplement private enter- 
prise, especially if it results in additional government con- 
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tracts for building materials. A policy of granting special 
subsidies and tax rebates is, to be sure, likely to involve 
political favoritism and Congressional logrolling (as is 
true also of government contracts), besides tending to cre- 
ate a sense of permanent government responsibility for 
preventing the bankruptcy of uneconomic enterprises. But 
these difficulties can perhaps be minimized if the subsidies, 
etc., are linked to production expansion in a way that en- 
ables large numbers of producers to qualify to receive 
them,® or if they are employed to bring the products of 
particularly important decreasing-cost industries, like elec- 
tric power, to large numbers of new users. In short, there 
is no reason to lose sight of the fact that production expan- 
sion can be advantageously secured in various difFerent 
ways. Nevertheless it seems clear that these fwo general 
techniques for increasing or stabilizing the volume of eco- 
nomic activity — subsidies, etc., and planned production — 
will be most likely to commend themselves to the public 
when, owing to the direct maintenance of purchasing 
power, it is possible to give them relatively subordinate 
parts in the general scheme of things. 

3. The principle of subsidies for expansion has been embodied in several 
bills submitted to Congress, notably the Industrial Expansion bill of 1937 
(H.R. 7332, U. S. 75th Congress, ist Session) and the Monopoly Control 
bill of 1939 (H.R. 7504, U. S. 76th Congress, 1st Session), both introduced 
by Representative Voorhis. The former measure was based on the **AAA 
in reverse” idea outlined by Mordecai Ezekiel in $2 $00 a Year (Harcourt, 
Brace Co., 1936), according to which processing taxes levied on produc- 
ers in major industries would be used to pay benefits to concerns entering 
into contracts with the Federal Government to expand their outputs by 
specified amounts. Under tl© Monopoly Control bill the Federal Govern- 
ment would underwrite the sales of businesses in participating industries, 
i.e., interstate major monopolistic industries and voluntarily participating 
major competitive industries, by having a Production Insurance Corporation 
buy at fair prices any unsold output coming within the minimum quota 
agreed on for each such business. 
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A second reason why the idea of having government un- , 
derwrite total consumer expenditure is capable of winning 
broad popular support is that that arrangement automati- 
cally prevents a runaway price inflation. 

This statement is perhaps incautious. Monetary pro- 
posals are,commonly believed to carry, and often do carry, 
the threat of shipwreck on the rocks of inflation} and it 
should probably be conceded that all monetary programs 
whatsoever contain this threat in the sense that manage- 
ment may become mismanagement. However, an advance 
determination, based on the desired price trend, of the vol- 
ume or rate of consumer spending, followed by mandatory 
f\ilfillment of the guarantee given, means that excessive 
spending will be prevented by taxation at the point of con- 
svunptioa dr otherwise just as much as deficient spending 
will be forestalled by distribution of additional income or 
otherwise. So long as this procedure is followed, undesired 
changes in price levels can occur only as the result of un- 
expected changes in the economy’s capacity to deliver out- 
put on a full-employment schedule. It is hard to imagine 
conditions today under which uncontrolled inflation would 
be more surely prevented. 

If a plan to set about ending imemployment by means of 
“national income insurance” and related measures reaches 
the stage of practical discussion, it seems clear that, because 
government spending itself is popular rather than other- 
wise, opposition will concentrate to a large extent against 
permitting government to have access to such fxmds as ful- 
fillment of the program may require it to spend. This is 
not so much because monetary questions are of paramount 
importance in themselves. Rather it is because a program 
of that kind makes of the monetary-fiscal apparatus the in- 
strumentality through which the ultimate guarantee that 
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society’s work will be performed comes to be the force of 
public opinion instead of the lash of starvation and inse- 
curity, and hence the instrumentality through which some 
change is sure to be brought about in the underlying dis- 
tribution of power and wealth in society. 

Against taxation (for example, taxation of money bal- 
ances) it is only natural that those affected should protest. 
Against public borrowing it will be said that this means 
heavier taxation later on, or conceivably a partial repudia- 
tion in the form of deliberately induced inflation. Borrow- 
ing will furthermore be resisted with the parallel argu- 
ment that the rising public debt endangers government’s 
credit. That argument will be partly premature, since 
sound public accounting will show that some of govern- 
ment’s expenditures yield corresponding capital assets and 
should therefore not be reckoned as unbalancing the cur- 
rent budget* It will also be partly circular, since govern- 
ment’s credit in the domestic loan market can be impaired 
only if those who manifest such concern for it decline to 
lend government their money. Nevertheless these objec- 
tions can be seen to be reasonable from certain points of 

4. This applies to outlays for self-liquidating public works — z, toll 
bridge, for example. The problem of outlays for nonself-liquidating or 
nonrevenue public works — e.g., a courthouse — ^is more complicated. Here it 
is perhaps best to count all expenditures in the regular budget for the year 
in which the expenditures are made, except to the extent that tax revenues 
will clearly be enhanced as a direct result of the improvements in question 
(very likely a minor consideration once the volume of consumer spending 
is stabilized by being determined in advance) . Account can then be taken of 
the acquisition of these socially valuable assets in a separate statement sup- 
plementing the budget propef (Parenthetically it may be noted that if large 
revenues are anticipated from self-liquidating public works, they become a 
factor to be reckoned with in calculating the desirable aggregate of con- 
sumer spending in subsequent years, since they necessarily constitute a deduc- 
tion from the amount to be spent by consumers for the output of production 
for market. Cf. above, pp. 177— 179.) 
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view. The issuing of noninterest-bearing notes will be op- 
posed especially by members of the financial community, 
whose preference for having government unable to put 
money into circulation without borrowing at interest from 
them is perfectly understandable, and it will probably ap- 
pear to a much larger number — ^in spite of all argument 
to the contrary — ^to be somehow a peculiarly inflationary 
process. On the other hand it will have in its support a 
long-standing tradition of native American agitation in fa- 
vor of returning the money power to the hands of the 
people. 

No matter what fiscal methods, or other methods, gov- 
ernment proposes to use in behalf of full employment, it 
would be idle to suppose that misunderstanding, reason- 
able diflFereaces of judgment, self-interest, and sheer preju- 
dice will not raise up a formidable opposition. Indeed it is 
likely that a political party setting out to abolish unem- 
ployment and yet retain democracy will eventually see its 
efforts defeated unless it possesses to begin with an under- 
standing of public opinion enabling it to find the formula 
that will really command the broadest popular support, 
and then moves with resolution in the light of that under- 
standing, shunning the half -measures that, powerless to 
put an end to depression and idleness, will seem to the na- 
tion too high a price to pay for any lesser benefit. 
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eral, 56-57, 108-1095 conserva- 
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mum allocation,” 95, 99, 101— in 

Planning, confusing terminology of, 
10 67 n.-68 n., 93 n., 127 
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